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BUSINESS ACTIVITY TAX 
SIMPLIFICATION ACT OF 2003 


THURSDAY, MAY 13, 2004 

House of Representatives, 

Subcommittee on Commercial 
AND Administrative Law, 
Committee on the Judiciary, 

Washington, DC. 

The Subcommittee met, pursuant to call, at 2:05 p.m., in Room 
2141, Rayburn House Office Building, Hon. Chris Cannon (Chair of 
the Subcommittee) Presiding. 

Mr. Cannon. Good afternoon, ladies and gentlemen. This hearing 
of the Subcommittee on Commercial and Administrative Law will 
now come to order. We are here today to consider H.R. 3220, the 
“Business Activity Tax Simplification Act of 2003.” 

This is a measure intended to provide greater clarity for busi- 
nesses in navigating the tax landscape. This bill was introduced by 
the gentleman from Virginia, Mr. Goodlatte, on October 1 of last 
year. It has 30 cosponsors, of which I am one. We expect Mr. Good- 
latte to join us soon. 

H.R. 3220 is designed to address a fundamental problem related 
to interstate commerce. When is a State justified in taxing busi- 
nesses with little or no physical connection with that State? While 
Congress has examined this issue for years, the emergence of the 
Internet economy has made the need for clear and concise taxation 
standards even more urgent. 

In the simpler days of 1959 Congress enacted Public Law 86- 
272, which is still in force today. This law prohibits States from im- 
posing a business activity tax on companies whose only contact 
with a State is the solicitation of orders for tangible goods. 

Since 1959 the economy has reshaped itself dramatically. Compa- 
nies offer not only tangible goods but intangible property and serv- 
ices to customers across the country. The emergence of the Internet 
has served as the major catalyst of this transformation. But be- 
cause Public Law 86-272 does not address intangible goods, it falls 
short in addressing the current tax landscape. 

In addition, since 1959 many States appear to have engaged in 
practices that are at odds with the meaning and intent of Public 
Law 86-272. For example. States have begun to impose a tax on 
a company’s business activities on gross receipts rather than on net 
income. These developments have wreaked havoc on businesses 
who have incurred great expense in attempting to decipher and in 
litigating the appropriate nexus standards for business activity 
taxes. 


( 1 ) 
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H.R. 3220 would provide some certainty to this dispute. It would 
amend Public Law 86-272 to apply to solicitation activities in con- 
nection with all sales, not just sales of tangible personal property. 
It would also cover all business activity taxes, not just net income 
taxes. 

H.R. 3220 would codify the current physical presence standard 
observed for years and elaborated by the Supreme Court in 1992 
in Quill vs. North Dakota. In that case the Court required physical 
presence by accompanying an order for a State to impose a require- 
ment that remote vendors collect and remit sales taxes for sales 
made within the State. 

Similarly, H.R. 3220 stands for the concept that the economic 
burden of actual tax imposition should be borne by those persons 
who received the benefits and protections of a State. It establishes 
a bright line 21-day physical presence requirement for the imposi- 
tion of business activity taxes. 

During the 107th Congress the House considered a similar meas- 
ure, H.R. 2526, also sponsored by Mr. Goodlatte. While that bill 
was reported favorably by this Subcommittee, the full Committee 
on the Judiciary did not have the opportunity to consider it prior 
to the conclusion of the Congress. 

Numerous business associations have expressed their strong sup- 
port for H.R. 3220, including the National Association of Manufac- 
turers, the Direct Marketing Association, the American Trucking 
Association, and the Information Technology Association of Amer- 
ica, to name only a few. 

In considering this legislation. Congress recognizes its responsi- 
bility under the U.S. Constitution to ensure that States do not un- 
duly burden interstate commerce through the use of their taxing 
authority. We also seek to promote a legally certain and stable 
business environment that will encourage business to make invest- 
ments. At the same time we endeavor to do so without detracting 
from reasonable concepts of State and local taxing prerogatives. 

I look forward to the testimony of our highly informed panel. 

I ask unanimous consent that Members have 5 legislative days 
until the close of business Thursday, May 20, to submit written 
statements for inclusion in today’s record. 

I yield to Mr. Watt, the Ranking Member of the Subcommittee, 
for an opening statement. 

Mr. Watt. Thank you, Mr. Chairman. I thank the Chairman for 
convening the hearing and I especially thank him for convening the 
hearing on this matter because it seems to me that this is exactly 
the kind of issue that we need to have a full hearing or set of hear- 
ings on so that we can understand the consequences of what we are 
doing and where exactly the line should be drawn. 

I am not a cosponsor of the bill but I do not think anybody 
should read anything into that either positively or negatively about 
the bill. It simply means that there are strong advocates who have 
expressed themselves on both sides of this proposed legislation, and 
perhaps the best example of that would be the fact that I have two 
pieces of correspondence which I would like to ask unanimous con- 
sent to submit for the record. 

Mr. Cannon. Without objection, so ordered. 
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Mr. Watt. One from the National League of Cities in opposition 
to the bill and one from Congressman Greg Meeks of New York’s 
Sixth Congressional District in support of the legislation. 

[The information referred to follows in the Appendix] 

Mr. Watt. So I am not brokering for either side in this debate. 
I came to listen and to learn and I feel like we have a great panel 
to help us do that. So I am looking forward to hearing the testi- 
mony, and with that I will yield back and we can get on to it. 

Mr. Cannon. I thank the gentleman. The Chair notes and wel- 
comes the presence on the dais of the gentleman from Virginia, Mr. 
Goodlatte. Although not a Member of the Subcommittee, he is a 
Member of the full Judiciary Committee and a sponsor of the legis- 
lation which is the subject of today’s hearing. Mr. Goodlatte, we 
welcome you and are grateful for your continuing efforts. 

The Chair exercises the discretion of this instance and would rec- 
ognize Mr. Goodlatte for 5 minutes for any remarks he wishes to 
make. In addition, let me point out that the rules of the Committee 
require that a person who is not a Member of Committee who is 
going to ask questions needs to have time yielded so even though 
you are the only person here we will make time to yield for Mr. 
Goodlatte to ask questions when we get to that point. 

Mr. Watt. Can I just ask unanimous consent that we waive that 
rule for today’s hearing because I think we would certainly benefit 
from Mr. Goodlatte being able to make an opening statement and 
ask questions. 

Mr. Cannon. Without objection, so ordered. By the way, let me 
say that, Mr. Delahunt, you are a Member of the panel. Would you 
like to make an opening statement before Mr. Goodlatte? 

Mr. Delahunt. I will defer to the gentleman. 

Mr. Cannon. I thank you. Mr. Goodlatte, you are recognized for 
5 minutes. 

Mr. Goodlatte. Mr. Chairman, thank you and I thank the 
Ranking Member for his courtesy and generosity for allowing me 
to participate but thank you even more for holding this important 
hearing. 

With the growth of Internet companies increasingly able to con- 
duct transactions without the constraints of geopolitical bound- 
aries, over the past several years a growing number of jurisdictions 
have sought to collect business activity taxes from businesses lo- 
cated in other States, even though those businesses receive no ap- 
preciable benefits from the taxing jurisdiction and even though the 
Supreme Court has ruled that the Constitution prohibits a State 
from imposing taxes on businesses that lack substantial connec- 
tions to the State. This has led to unfairness and uncertainty, gen- 
erated contentious, widespread litigation, and hindered business 
expansion due to fear of exposure to unfair tax burdens. 

In order for e-commerce and interstate commerce generally to 
continue to grow and prosper, it is imperative that clear and easy 
navigable rules be set forth regarding when an out-of-State busi- 
ness is obliged to pay business activity taxes to a State. 

Last year I introduced along with Congressman Boucher H.R. 
2320, the Business Activity Tax Simplification Act. This important 
legislation provides a bright line that clarifies State and local au- 
thority to collect business activity taxes from out-of-State entities. 
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which will bring predictability to an unpredictable tax environment 
for businesses and States. 

Specifically, the bill would establish a physical presence test such 
as an out-of-State business would be obliged to pay business activ- 
ity taxes to a State only if the out-of-State business has a physical 
presence in the taxing State. This physical presence test is not 
new. It basically codifies the majority view among the States that 
the Constitution requires a physical presence as opposed to other 
unclear standards before a State can impose business activity taxes 
on an out-of-State business. 

The Business Activity Tax Simplification Act would also amend 
an outdated Federal statute to bring it up to speed with the cur- 
rent economy. Public Law 86-272, enacted in 1959, provides a 
State may not tax an out-of-State business when the out-of-State 
business’s only contact with the State is the solicitation of orders 
for tangible personal property within that State. The Business Ac- 
tivity Tax Simplification Act amends the public law to change its 
application from merely the solicitation of orders for tangible per- 
sonal property to cover all products, tangible or intangible, as well 
as services. This change will bring the public law up to speed with 
the economy of the 21st century, which increasingly involves the 
delivery of intangible property and services. 

The Business Activity Tax Simplification Act is good for busi- 
nesses because it creates certainty. Instead of devoting time and re- 
sources to defending frivolous and often conflicting claims from 
multiple-State taxing authorities, this legislation will allow busi- 
nesses to devote more resources to increasing efficiencies and re- 
ducing costs for consumers. Instead of the current tax environment, 
which requires small businesses to run blindfolded through a forest 
of tax regulations in the hopes that they will not somehow trigger 
hidden tax liability in that State, this legislation will create a 
bright line test so that businesses will know the general param- 
eters of when they could be taxed by a State. 

But businesses are not the only ones who would benefit from this 
bill. The Business Activity Tax Simplification Act is good for 
States, too, because it protects in-State businesses from excessive 
taxation from other States. In addition, the physical presence test 
would help ensure that States do not lose tax revenues to other ag- 
gressive taxing jurisdictions. States too will benefit from the cer- 
tainty this legislation provides because they will incur fewer costs 
associated with litigating these matters. 

Furthermore, this bill protects the States’ sovereign power to 
choose the rates and kinds of taxes to impose on businesses that 
are actually physically present within the State. States remain free 
to scope their own tax laws. Some like, the California Franchise 
Tax Board, have argued that States will suffer catastrophic rev- 
enue losses under H.R. 3220. However, closer look at the FTB’s as- 
sertion reveals it is full of smoke screens and mirrors. The FTB 
speculates about revenues at risk rather than concrete revenue 
losses. It provides no discussion of the data or methodologies that 
went into the study, as is customary, and the study relies on pre- 
dicting the future behavior of businesses. 
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Most importantly, it ignores the common law and statutory tools 
that California and other States have at their disposal to attack 
fraudulent corporate tax evasion schemes. 

The Business Activity Tax Simplification Act is good for busi- 
nesses, good for States, and good for the economy. I look forward 
to hearing the testimony of our export witnesses. 

Mr. Chairman, thank you for allowing me to participate today. 

Mr. Cannon. I thank the gentleman. Mr. Delahunt, did you want 
to make a statement? The gentleman is recognized for 5 minutes. 

Mr. Delahunt. I thank the Chair. I just wanted to respond for 
a moment to my friend from Virginia where he argues that it is 
good for the States. I think we are here to learn, as the Ranking 
Member indicated, because I have heard from a number of tax com- 
missioners from various States that obviously hold a contrary posi- 
tion. And again I think it is important to understand that this par- 
ticular piece of legislation will create some winners and losers. And 
I look forward to that particular testimony because again even ab- 
sent consideration of the need for revenue from the States, when 
it comes to our private sector I suggest we have to be very careful 
in terms of supporting economic activity. And if it creates in any 
way, shape or form an imbalance in terms of the ability of business 
to produce that economic activity, we should tread carefully. 

I think also my friend from Virginia referenced the constitu- 
tionality issue. And I could be wrong, but I presume there has been 
no case brought for litigation which has decided whether this par- 
ticular form of taxation is constitutional or unconstitutional. In 
Quill vs. North Dakota the Court indicated or limited the test to 
the duty of mail order houses to collect use taxes from customers, 
and the Court acknowledged that as to other taxes such as income 
taxes, and I understand there were two cases pending, it had not 
applied the physical presence test. 

Many of the arguments that I think we are going to hear I think 
have been raised during the course of hearings on the moratorium 
of taxation on the Internet, which I support the position of the 
Chair of the Subcommittee and support it with vigor. But again 
there are other issues that the Subcommittee is dealing with also 
and we have had hearings as far as the collection of the sales tax 
and in moving again in that particular direction with an effort to 
streamline and to stay focused. 

So with those comments, Mr. Chairman, I will yield back. 

Mr. Cannon. I thank the gentleman from Massachusetts. There 
are several items I would like to touch on before we introduce the 
witnesses. 

First of all, the record of this hearing will remain open for 5 leg- 
islative days for interested parties to submit statements for inclu- 
sion in the hearing record. In addition. Members will have 5 legis- 
lative days to submit additional follow-up questions to our wit- 
nesses for inclusion in the record. 

As Mr. Delahunt just pointed out, we want to thank Mr. Chabot, 
the gentleman from Ohio, for joining us today. We expect several 
of the Members to be here. I know that all of them have a number 
of questions. 

As Mr. Delahunt just alluded, there are several issues that are 
going on here that are related. The Internet Tax Freedom Act, 
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which has been passed in its pure and proper form by the House 
of Representatives, now passed in abominable form by the other 
body. We will have to clear that up and I think there will be some 
questions on that, its relationship to the SSTP and of course to the 
BAT. So I expect several questions on that issue. 

Mr. Delahunt. Mr. Chairman, can I ask unanimous consent to 
submit a CRS report dated March 23, 2004, entitled “State Cor- 
porate Income Taxes, A Description and Analysis,” authored by 
Steven Maguire. 

Mr. Cannon. Without objection, so ordered. 

[The information referred to follows in the Appendix] 

Mr. Cannon. Our first witness is Arthur Rosen, partner in the 
New York City law firm of McDermott, Will & Emery, where he 
chairs the firm’s nationwide State and local tax practice. A grad- 
uate of New York University and St. John’s University Law School, 
Mr. Rosen is a leading expert in the area of State and local tax- 
ation. He is the past chairman of the State and Local Tax Com- 
mittee of the ABA’s Tax Section and is a member of the Executive 
Committee of the New York State Bar Association. 

Mr. Rosen is a nationally respected figure in the field of Internet 
and e-commerce taxation. He has worked to shape policy through 
participation in various venues and has lectured extensively 
throughout the country on State and local tax issues. 

Mr. Rosen appeared before the Subcommittee for the hearings on 
H.R. 2526 on September 11, 2001, which was adjourned pre- 
maturely for obvious reasons. Mr. Rosen has graciously accepted 
another invitation to provide testimony. We hope our efforts today 
will prove successful. 

Mr. Rosen, welcome back and we look forward to your testimony. 

Our next witness is Jamie Van Fossen, State Representative for 
the 81st House District of the State of Iowa, who is more often on 
this side of the dais than on that. We welcome you. Mr. Van Fossen 
is serving his fifth term as State Representative and his third term 
as chairman of the Iowa House Committee on Ways and Means. 
Mr. Fossen is recognized for his work to lower taxes for job creating 
businesses in Iowa. He introduced Resolution 164, adopted last 
month in the Iowa House, requesting Congress to enact legislation 
updating Public Law 86-272. 

In recognition for his leadership the American Legislative Ex- 
change Council honored Mr. Van Fossen in 2001 as Legislator of 
the Year. He is also a three-time recipient of the Guardian of Small 
Business Award by the National Federation of Independent Busi- 
ness. 

Mr. Van Fossen earned his Bachelor’s Degree from St. Ambrose 
University. When not serving in the legislature, he is an economic 
analyst for Mid-America Energy Company in Davenport. 

Mr. Van Fossen, we congratulate you for your substantial efforts 
and look forward to your testimony from the State perspective. 

Our next witness is Rick Clayburgh, Tax Commissioner of the 
State of North Dakota. Mr. Clayburgh was elected as State Tax 
Commissioner in 1996. Commissioner Clayburgh is a former four- 
term State legislator representing a part of the city of Grand Forks 
in the North Dakota House from 1988 to 1996. Mr. Clayburgh is 
the Secretary of the State Board of Equalization as well as the 
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Treasurer of the Multistate Tax Commission. He is also a member 
of the Federation of Tax Administrators Board of Trustees and is 
actively involve in several charitable organizations, including the 
United Way, the Special Olympics and the Elks club. 

Commissioner Clayburgh earned his Bachelor’s Degree from 
Concordia College in Minnesota and his MBA and law degree from 
the University of North Dakota. We welcome you and we appre- 
ciate your testimony. 

Our final witness is Mr. Vernon T. Turner, Corporate Tax Direc- 
tor for Smithfield Foods, Inc., located in Smithfield, Virginia. 

Mr. Turner is responsible for all worldwide tax matters, includ- 
ing Federal, international and State tax issues. He has formed due 
diligence and acquisition structuring for numerous transactions. 
Prior to joining Smithfield Foods, Mr. Turner worked with two 
major accounting firms where he served a diverse client base in 
several industries. 

Mr. Turner earned a Bachelor’s Degree in business administra- 
tion from James Madison University in Harrisonburg, Virginia. He 
is a licensed certified public accountant in Virginia and New York 
and serves as the State Tax Chairman for the Virginia chapter of 
Tax Executives Institute. 

Mr. Turner,thank you for your appearance here today. I extend 
to you my warm regards and appreciation for your willingness to 
participate in today’s hearing. 

In light of the fact that your written statements will be included 
in the hearing record, I request you limit your oral remarks to 5 
minutes. Accordingly, please feel free to summarize or highlight the 
salient points of your testimony. You will note that we have a light- 
ing system that starts with a green light. After 4 minutes it turns 
to a yellow light and then in 5 minutes it turns to a red light. It 
is my habit to tap the gavel at 5 minutes. We appreciate if you 
would finish up your thoughts within that time frame. You do not 
have to stop. We are not cutting people off. I find it works better 
if everybody knows we have 5 minutes. We will have several people 
here asking you questions, so you will have time to elaborate on 
your ideas. 

After all the witnesses have presented their remarks the Com- 
mittee Members in the order they arrived will be permitted to ask 
questions of the witnesses subject to the same 5-minute time limit. 
Mr. Rosen, would you proceed with your testimony now? 

STATEMENT OF ARTHUR R. ROSEN, TAX PARTNER, 

McDermott, will & emery 

Mr. Rosen. Thank you, Mr. Chairman, Congressman Watt, 
Members of Subcommittee. Thank you for this opportunity to com- 
ment on H.R. 3220, the Business Activity Tax Simplification Act, 
or BATSA. I am Arthur Rosen, a member of the international law 
firm of McDermott, Will & Emery. I am here today representing 
the Coalition For Rational and Fair Taxation, or CRAFT, a diverse 
coalition of some of America’s major corporations involved in vir- 
tually every industry with locations throughout the United States. 

The underlying principle in BATSA is that only those States and 
localities that provide benefits and protections to a business should 
get that business’ taxes rather than remote jurisdictions that pro- 
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vide no services to the business. BATSA does so in a manner that 
ensures that the business community continues to pay its fair 
share of taxes and puts a stop to unfair and new taxing positions. 

BATSA also modernizes an important Federal law enacted in 
1959. In recent years certain State tax collectors have been advo- 
cating a position that a State has the right to impose tax on a busi- 
ness that merely has customers there on the basis of what they call 
“economic nexus”, even if the business has no physical presence 
there whatsoever. 

While the taxpayers’ position that physical presence is required 
has repeatedly been upheld by courts, those courts and State tribu- 
nals have rendered nonuniform decisions. This has led to overall 
confusion regarding the current rules governing State taxation that 
has in turn resulted in a chilling effect on interstate commerce. 

CRAFT strongly supports BATSA and respectfully urges your ap- 
proval of this legislation. We believe it is essential for Congress to 
act to provide clear guidance to the States in the area of interstate 
commerce. The current situation of uncertainty, overly aggressive 
State revenue departments, and the huge amounts of contentious 
controversy and litigation as well as the specter of enormous tax 
compliance responsibilities related to every State and thousands 
upon thousands of localities has placed a real drag on American 
business, hurting American job growth and harming the entire U.S. 
Economy. 

In my practice I regularly see situations where business will de- 
cide not to undertake a new venture for fear of inappropriate State 
tax ramifications. As explained by the Chairman, enactment of 
BATSA will address these problems and ensure that the relevant 
law. Public Law 86-272, reflect the 21st century American econ- 
omy. 

Perhaps most important, BATSA guarantees fairness in inter- 
state taxation. BATSA is simple, straightforward and quite limited 
and generally preserves the current state of the law. BATSA pro- 
vides a 21-day test, where businesses that have people, employees, 
agents, or property in the State for more than 21 days during the 
year are subject to tax. 

There are qualitative de minimis exceptions to that. That is 
when the business is merely a customer in the State, when it is 
patronizing local markets, when it is generating other tax revenues 
for the State. 

BATSA also modernizes Public Law 86-272 to make sure it ap- 
plies to all taxes, not just income taxes, and that it applies to sell- 
ers of goods other than tangible personal property. 

There simply is no basis for any contention that BATSA could 
lead to any significant loss of State revenues. BATSA does not de- 
part in any significant degree from what is now being done in the 
States, as has recently been confirmed by the former Executive Di- 
rector of the Multistate Tax Commission. 

Clearly State and local governments drive virtually all their busi- 
ness activity tax revenue from businesses that maintain employees, 
facilities, inventory or property in their jurisdiction for more than 
21 days in the year. In reality, there simply could not be any mate- 
rial effect on the amount of revenue received by States. 
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Assertions that BATSA will decrease State revenues due to tax 
planning or, to use the recently overused and politically charged 
term “tax sheltering,” are totally baseless. There is absolutely noth- 
ing in BATSA that prevents States from using many of the weap- 
ons in their arsenal to combat improper structures and trans- 
actions. There are in fact only five or six States that do not have 
specific laws, some long-standing, some recently enacted, that are 
fully effective in addressing these situations. 

The recent MTC press release, for example, relied on a report 
prepared by the California Franchise Tax Board. I have on the 
table, and people can take if they wish, a thorough rational expla- 
nation why the assertions and conclusions in the FTB report are 
simply false. 

The United States and its treaty partners have for decades 
adopted and implemented a permanent establishment rule which 
provides that a country will not impose an income tax on a busi- 
ness from another country unless the business maintains a sub- 
stantial presence in the taxing country. Quite alarmingly, it has 
been said that some smaller countries, citing the efforts of the U.S. 
State revenue departments advocating economic nexus, are now 
saying they want to renegotiate their treaties with the United 
States so that they can begin taxing every U.S. Business that has 
customers in their country. This would be a disaster for the U.S. 
economy. Enactment of BATSA is thus essential for ensuring that 
the current international system of taxation remains intact. 

My comments have only scratched the surface of why enactment 
of BATSA is important to the American economy and to ensure 
basic fairness without any material costs to the States. Thank you 
for your time. I welcome any questions. 

[The prepared statement of Mr. Rosen follows:] 
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Mr. Chairman, Congressman Watt, and Members of the Subcommittee: 

Thank you for this opportunity to address the Subcommittee concerning H.R, 3220, the 
Business Activity Tax Simplification Act. I want to especially thank you, Mr. Chairman, for 
holding this hearing on this important legislation affecting the American economy and to thank 
Congressmen Goodlatte and Boucher for their steadfast leadership in championing business 
activity tax simplification for several years now. I am Arthur Rosen, a member of the 
international law firm of McDermott, Will & Emery. Many of my partners at McDermott and I 
have been deeply involved in many of the relevant state tax issues for decades, having 
successfully represented the taxpayers in such landmark Supreme Court cases as Quill, ASARdO, 
and Woolworfh. I am here today representing the Coalition for Rational and Fair Taxation 
(“CRAFT”), which is a diverse coalition of some of America’s major corporations involved in 
interstate commerce, including technology companies, broadcasters, interstate direct retailers, 
publishers, financial services businesses, traditional manufacturers, and multistate entertainment 
and service businesses. The businesses maintain locations throughout the United States. 

My comments today will focus on why a bright-line, quantifiable physical presence 
nexus standard, as is provided in HR. 3220, is the appropriate standard for state and local 
taxation of out-of-state businesses and why modernization of Public Law 86-272, as H R. 3220 
would accomplish, is essential to the U.S. economy. CRAFT strongly supports H R. 3220 and 
respectfully urges your approval of this legislation for consideration by the full Congress and 
ultimate enactment. We believe that it is essential for Congress to act to provide clear guidance 
to the states in the area of state taxing jurisdiction, remove the drag that the current climate of 
uncertainty places on American businesses, and thereby protect American jobs and enhance the 
U.S. economy. 
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Overview 


The principal motivation for the adoption of the United States Constitution as a 
replacement to the Articles of Confederation was a desire to establish and ensure the 
maintenance of a single, integrated, robust American economy. This is reflected in the 
Commerce Clause, which provides Congress with the authority to safeguard the free flow of 
interstate commerce. Perhaps the hallmark of American federalism is this assignment of 
authority to the federal government (along with responsibility for foreign affairs and the national 
monetary/fiscal system). Legislation regarding states and localities imposing, regulating, or 
removing tax burdens placed on transactions in interstate commerce is not only within Congress’ 
realm of authority, it is also - I respectfully submit - Congress’ responsibility. In addition to the 
Commerce Clause, this issue is also informed by the Due Process Clause of the Fourteenth 
Amendment. In the context of the Due Process Clause, the Supreme Court has determined that, 
in the area of state taxation, “the simple but controlling question is whether the state has given 
anything for which it can ask return.”’ 

Unfortunately, some state revenue departments have been creating barriers to interstate 
commerce by aggressively attempting to impose direct taxes on businesses located in other states 
that have little or no connection to their state. Some state revenue departments have even 
asserted that they can tax a business that merely has customers in the state based on the recently- 
minted notion of “economic nexus.” Such behavior is entirely logical on the part of the taxing 
state because it has every incentive to try collecting as much revenue as possible from businesses 
that play no part in the taxing state’s society. But this country has long stood against such 
taxation without representation. And worse, the “economic nexus” concept flies in the face of 
the current state of business activity taxation, which is largely based on the notion that a business 
should only be subject to tax by a state from which the business receives benefits and 
protections. And worse still, it creates significant uncertainty that has a chilling effect on 
interstate economic activity, dampening business expansion and job growth. As a practicing 
attorney, 1 regularly advise businesses that ultimately decide not to engage in a particular 
transaction in another state out of concern that they might become subject to tax liability in that 
state. It is entirely appropriate for Congress to intervene to prevent individual states from 
erecting such barriers to trade, and to protect and promote the free flow of commerce between 
the states for the benefit of the U.S. economy.’^ 

Confronted with aggressive - and often constitutionally questionable (as I will discuss in 
detail later) - efforts of state revenue departments to tax their income when they have little or no 
presence in the jurisdiction, American businesses are faced with a difficult choice. They can 
oppose the tax - but then must bear substantial litigation costs to do so. Or, they can knuckle 
under to the state revenue departments and pay the asserted tax - but then they risk being subject 
to multiple taxation. Unfortunately, the latter choice is sometimes made, especially since some 
state revenue departments are making increasing use of “hardball” tactics, a topic on which I 
would truly relish elaborating at another time or in another forum. Moreover, the compliance 
burdens of state business activity taxation can be immense. Think of an interstate business with 


^ Wisconsin v. J.C. Penney Co., 311 U.S. 435 (1940). 

“ See e.g. Diami L. Smith Supreme Court Would Uphold P.L. 86-272 (letter to the editors), 25 State Tax Notes 135 
(July 8, 2002) (discussing tire authority' of Congress to regulate interstate commerce). 
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customers in all 50 states. If economic nexus were the standard, that business would be faced 
with having to file an income or franchise tax return with every state and pay license or similar 
taxes to thousands upon thousands of localities. 

There can be no doubt that the rapid growth of e-commerce continues to drastically alter 
the shape of the American and global economies. As businesses adapt to the “new order” of 
conducting business, efforts by state revenue departments to expand their taxing jurisdiction to 
cover activities conducted in other jurisdictions constitute a significant burden on the business 
community’s ability to carry on business. Left unchecked, this attempted expansion of the 
states’ taxing power will have a chilling effect on the entire economy as tax burdens, compliance 
costs, litigation, and uncertainty escalate. Clearly, the time is ripe for Congress to consider when 
state and local governments should and should not be permitted to require out-of-state businesses 
to pay business activity taxes. It appears eminently fair and reasonable for Congress to provide 
relief from unfair and unreasonable impositions of income and franchise taxes on out-of-state 
businesses that have little or no physical connection with the state or locality. 

Consistent with principles enumerated by the majority of the federal Advisory 
Commission on Electronic Commerce (“ACEC”),^ and earlier by the Congressional Willis 
Commission in 1965, the Business Activity Tax Simplification Act is designed to address the 
issue of when a state should have authority to impose a direct tax on a business that has no or 
merely a minimal connection with the state. This issue has become increasingly pressing as the 
U.S. and global economies have become less goods-focused and more service-oriented and as 
the use of modern technology has proliferated throughout the country and the world. H.R. 3220 
applies to state and local business activity taxes, which are direct taxes such as corporate income 
taxes, gross receipts ta.xes, franchise taxes, gross profits taxes, and capital stock taxes that are 
imposed on businesses engaged in interstate commerce. H.R, 3220 does not apply to other taxes, 
like personal income taxes,'* gross premium taxes imposed on insurance companies, or 
transaction taxes measured by gross receipts, such as the New Mexico Gross Receipts and 
Compensating Tax Act.^ 

The underlying principle of this legislation is that states and localities that provide 
benefits and protections to a business, like education, roads, fire and police protection, water, 
sewer, etc., should be the ones who receive the benefit of that business’ taxes, rather than a 
remote state that provides no services to the business. By imposing a physical presence standard 
for business activity taxes, H R. 3220 ensures that state tax impositions are appropriately borne 
only by those businesses that receive such benefits and protection from the taxing state. H R. 
3220 does so in a manner that ensures that the business community continues to pay its fair share 
of tax but that puts a stop to new and unfair tax impositions. Perhaps most important, H.R. 
3220’s physical presence nexus standard is entirely consistent with the jurisdictional standard 
that the federal government uses in tax treaties with its trading partners. In fact, creating 


’ Sec Special Subcomm. on Stale Taxation of Interstate Commerce of the House Comm, on the Judiciarj of (he U.S. 
House of Representatives. “State Taxation of Interstate Conmterce,” H.R. Rep. No. 1480, 88tli Cong., 2d Sess. 
(1964); H.R. Reps. Nos. 565 and 952, 89ih Cong. (t965); and Advisory Commission on Electronic Coimncrec, 
“Report to Congress.” pp. 17-20 (April 2000), respectirehr 

^ In addition, notlring in H.R. 3220 affects the responsibilities of an employer to withliold personal income taxes 
paid to resident and nonresident employees earning income in a state or to pay employment or unemployment taxes. 

’ N.M. Stat. § 7-9-1 er seq. 
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consistency with the international standards of business taxation is vital to eliminating 
uncertainty and promoting the growth of the U.S. economy. 

Background 

The question of when a state has the authority to impose a tax directly on a business 
domiciled outside the state has been asked for decades.* In 1959, the Supreme Court ruled that a 
corporation with several sales people assigned to an office located in the State of Minnesota 
could be subjected to that state’s direct tax scheme.^ Prior to that time, there had been a “well- 
settled rule, stated in Norton Co. v. Jl/mois Dept, of Revenue, 340 U.S. 534 (1951), that 
solicitation in interstate commerce was protected from taxation in the State where the solicitation 
took place.”* The Supreme Court’s 1959 decision in Northwe.'itern States Portland Cement, 
coupled with the Court’s refusal to hear two other cases'* (where the taxpayers, which did not 
maintain offices in the state, conducted activities in the state that were limited to mere 
solicitation of orders by visiting salespeople), cast some doubt on that “well-settled rule” and 
fueled significant concern within the business community that the states could tax out-of-state 
businesses with unfettered authority, thereby imposing significant costs on businesses and harm 
to the U.S. economy in general. As a result, Congress responded rapidly, enacting Public Law 
86-272 a mere six months later. Public Law 86-272 prohibits states and localities from imposing 
income taxes on a business whose activities within the state are limited to soliciting sales of 
tangible personal property, if those orders are accepted outside the state and the goods are 
shipped or delivered into the state from outside the state. Subsequently, the Congressional 
Willis Commission studied this and other interstate tax issues and concluded that, among other 
things, a business should not be subject to a direct tax imposition by a state in which it merely 
had customers." 

In recent years, certain states and organizations of state tax collectors have been 
advocating the position that a state has the right to impose tax on a business that merely has 
customers there, even if the business has no physical presence in the state whatsoever." The 
business community, in contrast, believes that a state can impose direct taxes only on businesses 


^ See, try., Waller Hcllcrslcin. Slate I'axalitm of Interslale liusimss: Perspectives on 'two Cenluries of 
Constitutional Adjudication, 41 Tax Law. 37 (1987). 

' Idorthwesteni States Portland Cement Co. v. Minne.sota, 358 U.S. 450 ( 1 959). 

Wisconsin Dep 't of Revenue v. William WrigleyJr. Co., 505 U.S. 214. 238 (1992) (Kennedy. J.. dissenting). 

^ Brown Forman Distillers Corp. v. Collector of Revenue, lOt So.2d 70 (La. 1958), appeal dismissed and cert, 
denied. 359 U.S. 28 (1959); International Shoe Co. v. Fontenot. 107 So. 2d 640 (La, 1958), cert, denied, 359 U.S. 
984 (1959). 

“’P.L. No. 86-272, 73 Slat. 555 (codified at 15U.S.C. §§ 381 etseq.). 

“ Special Subcoinin. on Slate Taxation of Interstate Comnierce of the House Connn. on the Judiciaw of the U.S. 
House of Representatives, “State Taxation of Interstate Commerce,” H.R. Rep. No. 1480, 88th Cong., 2d Sess. 
(1964); H.R. Reps. Nos, 565 and 952, 89lh Cong. (1965), Vol. 1, Part VI., ch. 39, 42. See also W. Val Oveson, 
Lessons in State Tax SiinpUfication. 2002 State Tax Today 18-39 (Jan. 20, 2002). 

A survey cotiducLcd by BNA Tax Analysis dcitionslralcs the extent to which (he slates arc asserting the right Lo 
impose tax on out-of-state businesses based on so-called “econoinic nexus” grounds. Special Report: 2004 Sutv'ey 
of Stale Tax Departments. It MulLislalc Tax. Rep’t 4, pp. S-9 - S-43, al S-36, S-37 (April 23. 2004). See also 
Ensuring the Equiiy: Integrity: and Viability of Multistate Tax Systems, Multistate Tax Conmtission Pohey Statement 
01-2 (October 17. 2002). .Accord Letter from Elizabeth Harchenko, Director, Oregon Department of Revenue, to 
Senator Ron Wyden (July 16, 2001). See also Doug Sheppard, The. Certainty of Disagreement on Business Activity: 
Tax Nexus, 25 State Tax Notes 420 (Aug. 5, 2002). 
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that have a physical presence in the state. While the taxpayers’ position has repeatedly been 
upheld, the state courts and tribunals have rendered non-uniform decisions on this issue.*'* 
Unfortunately, the Supreme Court has not granted writs of certiorari in relevant cases, 

The bottom line is that businesses should pay tax where they earn income. It may be 
true, as certain state tax collectors assert, that without sales there can be no income. While this 
may make for a nice sound bite, it simply is not relevant. Income is earned where an individual 
or business entity employs its labor and capital, i.e., where he, she, or it actually performs 
work.'® In fact, as early as 1919, the Attorney General of the State of New York pointed out that 
“the work done, rather than the person paying for it, should be regarded as the ‘source’ of 
income.”*’ For example, suppose an individual spends three years working in his or her home 
building a new sophisticated machine. To accomplish this, the individual uses a large of amount 
of equipment and employees in his or her home state. When the inventing, designing, and 
manufacturing are completed, the individual then engages in a nationwide advertising program to 
market the sale of the machine. If the ultimate buyer happens to be located in a neighboring state 
(or for that matter in a state across the country), there is absolutely no reason why the buyer’s 
state should be able to impose tax on the individual selling the item - the individual earned the 
income in his or her home state. 

Proponents of the so-called “economic nexus” standard argue that the states provide 
benefits for the welfare of society as a whole and, therefore, the states should be able to collect 
business activity taxes from all U.S, businesses, wherever located. Such an argument is not only 
ludicrous, but it ignores the fact that businesses (and individuals) are members of the American 
society and pay federal taxes for such general benefits and protections. Nevertheless, some 
argue that states have spent significant amounts of revenue to maintain an infrastructure for 
interstate commerce and court systems that the nation can utilize, not to mention spending 
trillions of dollars over the years to provide education to their populations. This argument 
continues with the incredible example of the student who benefits from his or her state’s 
education funding who may someday work for an out-of-state company; apparently, the out-of- 


See Jvrisdiclion to Tax ■ CotisUlutional, Council of Stale Ta.xation Policy Statement of 2001-2002; The Internet 
Tax Fairness Act of 2001: Hearing on H.R. 2526 Before the Subcommittee on Commercial and Administrative Law 
of the House Comm, on the Judiciary’, 107th Cong. (2001) (statements of Arthur Rosen on Behalf of the Coalition 
for Rational and Fair Taxation; Stanley Sokul, Member, Advisory^ Commission On Electronic Commerce, on Belialf 
of the Direct Marketing Association and the Internet Tax Fairness Coalition). See also Scott D. Smith and Sharlene 
E, Amitay, Economic Nexus: .An Unworkable Standard for Jurisdiction, 25 Stale Ta.x Notes 787 (Sept. 9, 2002). 

" See Lanco Inc. v. Director, Div. ofTax’n, N.J. Tax Ct., No. 005329-97 (Oct. 23, 2003); ,A&F Trademark, Inc. v. 
Tolson. No. 02-CV-007467 (Wake Co, Super. Ct. 2003); Acme Royalty Co. v. Missouri Dir. ofRcvenue, 2002 Mo. 
LEXIS 107 (Mo, 2002); Rylamler v. Bandag Licensing Corp., Tex. App. Ct., No, ()3-99-()04217-CV (May 11, 
2000); J.C. Penney National Bank v. Johnson, 19 S.W.3d 831, 836 (Teim. Ct. App, 1999); Cerro Copper Prods., 
Inc., No. F-94-444, 1995 Ala. Tax LEXIS 211 (Ala. Dep’t of Rec'cnue Dec. 11, 1995); Geoffrey, Inc, v. South 
Carolina Tax Comm ’n, 437 S.E.2d 13 (S.C. 1993); and Wisconsin v. J,C, Penney Co,, 311 U.S. 435 (1940). 

Comptroller of the Treasury v. SYL, Inc.; Crown Cork ck Seal Co. (Del.), Inc., 825 A.2d 399 (Md. 2003), cert, 
denied 2003 U.S. LEXIS 8044 (2003) and 2003 U.S. LEXIS 9221 (2003); J.C. Penney National Bank v. Johnson, 
19 S.W.3d 831 (Tenn. Ct. App. 1999), cert, denied, 531 U.S. 927 (2000): Geoffrey, Inc. r. South Carolina Tax 
Comm 'n, 437 S.E.2d 13, cert, denied, 5 1 0 U.S. 992 (1993). 

As noted by one state tax expert, “‘lilnconic,’ wc were told long ago. ‘may be defined as the gain derived from 
capital, from labor, or from both combined.”’ W. Hellerstein, On the Proposed Single-Factor Pdrmula in Michigan, 
State Tax Notes, Oct. 2, 1995, at 1000 (quoting Eisner v. Macomber, 252 U.S. 189, 207 (1920)). 

' Op. N.Y. Att’y Gen. 301 (May 29, 1919) (emphasis added). 
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state company would then receive benefits that had been provided by that employee’s former 
state and should therefore bear some of the burden by paying tax to the state that provided that 
education. The absurdity of this position should be clear. Should U.S. companies that have 
hired people educated in England have to pay taxes to the Queen? Should every business 
automatically be obligated to pay taxes to all 50 states, in anticipation of the possibility, however 
remote, that they may at some undefined future point hire a person who was educated in the 
taxing state? No one can argue that the states do not play an important role in interstate 
commerce, that an educated public is not an element of a fruitful society and marketplace, or 
even that a court system does not help to promote order. But this simply cannot be a basis for 
states to impose tax on all businesses in the nation. Imposing business activity taxes on every 
out-of-state business is truly “taxation without representation.” 

The business activity tax concepts in H.R. 3220 are similar to the recommendations of the 
majority report issued by the Advisory Commission on Electronic Commerce. The ACEC 
majority report endorsed a nexus standard similar to what was included in prior legislative 
proposals such as H.R. 2526, 107th Cong. (2001) and S. 664, 107th Cong. (2001). Specifically, 
the ACEC majority report concluded that a company should have some level of physical 
presence before a state could impose business activity tax reporting and payment obligations on 
it and that certain activities would not be considered physical presence for this purpose and 
specifically carved them out from nexus consideration.'* Consistent with this conclusion, H.R. 
3220 provides for a bright-line physical presence standard that recognizes that certain instances 
of “presence” are qualitatively de minimis'^ As a result, H.R. 3220 is more conservative and 
actually provides states with more opportunity to tax interstate commerce than would be 
available under the ACEC majority report recommendation. 

The Business Activity Tax Simplification Act provides simple and identifiable standards 
that will significantly minimize litigation by establishing clear rules for all states, thereby freeing 
scarce resources for more productive uses both in and out of government. It is unlikely that H.R. 
3220 will end all controversies, and no statute can ever do that. However, any statute that adds 
nationwide clarification obviously reduces the amount of controversy and litigation by narrowing 
the areas of dispute. For example, in the 45 years since its enactment in 1959, Public Law 86- 
272 has generated relatively few cases, perhaps a score or two. On the other hand, areas outside 
its coverage have been litigated extensively and at great expense. Recent litigation has focused 
on what the appropriate nexus standard for business activity taxes actually is; there is no 
indication that this issue will be settled absent Congressional action. 

H.R. 3220’s Provisions 


Codification of the Physical Presence Standard . H R. 3220 provides that, pursuant to 
Congress’ Commerce Clause authority, a state or locality may not impose business activity taxes 
on businesses that do not have a “physical presence” within the jurisdiction. The requisite 


See Advisory Commission on Electronic Commerce, Report to Congress, pp. 21-22 (April 2000). 

H.R. 2526 and S. 664 from the previous Congress were drafted “ncgativciy.” defining “subslantial physical 
presence” by what it was not. i.e.. (he activities protected by the safe harbors rcconmicndcd by the ACEC majority. 
In response to state revenue deparbiients’ criticisms of this “negative” definition, H.R. 3220 was drafted to 
positively define what is a "physical presence” for purposes of allowing states to impose business activity" taxes on 
oiit-of-sbite businesses (among other refinements). 
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degree of physical presence (employees, property, or the use of third parties to perform certain 
activities) is set at greater than 21 days during a taxable year, with certain specified incidences of 
presence being disregarded as qualitatively de minimis. 

The 21-day quantitative de minimis threshold is measured by each day that a business 
assigns one or more employees in the state, uses the services of certain third parties in the state, 
or has certain property in the state. For example, a business that sends only four employees into 
a state together for ten days will not have physical presence. On the other hand, a business that 
sends one employee into a state on twenty-two different days during a taxable year will have 
physical presence in that state. Taxpayer compliance and state revenue department 
administration of this standard would thus be quite simple and straightforward. 

There are two exceptions to the 21-day rule that apply to those who really do earn their 
income during shorter visits to the state. The first exception ensures that businesses engaging in 
actual selling of tangible personal property through the use of traveling employees, e.g., 
businesses that hold “tent sales” or “off the truck sales,” or in performing certain services to real 
property In the state through the use of traveling employees, e.g., migrant painters or roofers, are 
subject to state and local business activity taxes. The second exception is targeted at athletes, 
musicians, and other entertainers. Such persons are not eligible for the de minimis exceptions 
(and, thus, are subject to tax by the jurisdiction in which they perform). Both of these exceptions 
are consistent with the underlying intent of H.R. 3220 that businesses pay tax where income is 
actually earned. 

For a qualitative de minimis standard, H.R. 3220 provides that certain property or certain 
activities engaged in by a business’ employees within the jurisdiction’s boundaries will not be 
considered in determining whether a business has the requisite physical presence in the 
jurisdiction. This approach of disregarding certain activities for nexus purposes has already been 
recognized in Public Law 86-272, where Congress determined that mere solicitation is 
qualitatively de minimis relative to the benefits that protecting such activities offers to the U.S. 
economy. The protected activities are limited to situations where the business is patronizing the 
local market {i.e., being a customer), and thereby generating economic activity in the state that 
produces other tax revenues for the state, rather than exploiting that market (many states have 
issued rulings, albeit inconsistent and ad hoc in nature, recognizing this principle), including 
ancillary property and activities. This encompasses visiting current and prospective suppliers, 
attending conferences, seminars, or media events, utilizing an in-state manufacturer or processor, 
or having testing performed in the state. 

In the area of attributing one business’ physical presence in a state to another, H R. 3220 
provides that an out-of-state business will have a physical presence in a state if that business uses 
the services of an in-state person, on more than 21 days, to perform services that establish or 
maintain the nonresident business’ market in that state, unless the in-state person performs 
similar functions for more than one business during the year. The ownership relationship 
between the out-of-state person and the in-state person is irrelevant for purposes of this 
provision. By limiting attribution of nexus only to situations involving market enhancing 
activities, H.R. 3220 not only more accurately reflects the economics of a transaction or 
business, but is also consistent with the current state of the law. Expanding attribution any 
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further would undermine the principles of fairness and equity in taxation. To the extent that a 
separate company is conducting business in a state, its own income is subject to tax in that state. 

As an example, suppose an out-of-state sales company uses an affiliated manufacturer in 
a state to manufacture a product that the out-of-state business will sell outside of the state of 
manufacture. The manufacturer is conducting a business activity within the state and there is no 
doubt that it should be subject to tax by the state. That state will receive tax revenues 
commensurate with the manufacturing activities that actually occur in the state; the tax revenues 
will be based on the compensation, set at fair market value, that the manufacturer receives from 
the out-of-state sales company for its manufacturing services. As for the out-of-state sales 
company, its selling activities constitute a separate business activity that takes place outside of 
the state of manufacture. The selling activity generates a certain amount of income (i.e., the 
sales price of the product less what the selling company paid to the manufacturer for its services) 
that will be subject to tax in the jurisdictions where the activities actually take place, i.e., where 
the sales activities add value in the economic stream. Putting this example in a global context, 
attempts by the state of manufacture to tax the out-of-state sales company would be akin to 
Taiwan attempting to impose tax on the sales income of every American business that contracts 
with a Taiwanese manufacturer to make products to be sold in the United States. Clearly, it is 
simply too attenuated to argue that using the services of the in-state manufacturer subjects the 
out-of-state business to tax as well. 

Modernization of Public Law 86-272 . As I mentioned earlier, our economy has 
undergone significant changes in the 45 years since Public Law 86-272 was enacted. In addition 
to codifying the physical presence nexus standard, the Business Activity Tax Simplification Act 
extends the longstanding protections of Public Law 86-272 to all sales, not just to sales of 
tangible personal property, in recognition of those changes, specifically, the change in the focus 
of the American economy from goods to services and the increased importance of intangible 
property in the marketplace. 

The Business Activity Tax Simplification Act also modernizes Public Law 86-272 by 
addressing the efforts of some aggressive states to avoid the restrictions imposed by Congress in 
Public Law 86-272 by establishing taxes on business activity that are measured by means other 
than the net income of the business. Two examples of these new state business activity taxes are 
the Michigan Single Business Tax, which imposes a tax on a company’s business activities in the 
state, not on net income, and the New Jersey Corporation Business Tax, which was amended 
effective in 2002 to impose a gross profits/gross receipts tax. What is most distressing about the 
New Jersey amendments is that, after June 2006, these “gross” taxes will apply only to 
businesses protected by Public Law 86-272. In other words. New Jersey has effectively 
circumvented the congressional policy decision underlying the enactment of Public Law 86-272 
by imposing a non-income tax only on those businesses that would otherwise be protected by the 
Public Law. While other states may not enact such a targeted end-mn around Public Law 86- 
272, it is likely that states will increasingly turn to non-income based business activity taxes, 
especially in light of the states’ current fiscal situations. For example, last year, Kentucky’s 
Governor Paul Patton proposed a budget that would replace Kentucky’s corporate income tax 
with a “business activity tax” that would tax a company’s payroll paid in Kentucky and gross 



18 


receipts from sales in Kentucky, even those of out-of-state businesses ™ While the Kentucky 
legislature ultimately did not adopt Governor Patton’s budget, non-income business activity 
taxes have clearly become an alternative that more states have begun to consider seriously. H.R. 
3220 addresses this by ensuring that Public Law 86-272 covers all business activity taxes, not 
just net income taxes. 

Federalism 


Contrary to the arguments of some opponents of clarifying standards for state business 
activity taxes, considerations of federalism support passing this legislation. As discussed earlier, 
the Founding Fathers, by discarding the Articles of Confederation and establishing a single 
national economy, intended for Congress to protect the free flow of commerce among the states 
against efforts by individual states to set up barriers to this trade. Congress itself has recognized 
this numerous times in the context of state taxation and has exercised its responsibilities 
repeatedly by enacting laws that limit the states’ authority to impose taxes that would 
unreasonably burden interstate commerce. Of course, there is the obvious precedent of Public 
Law 86-272, the statute that H.R. 3220 would modernize. A few other examples include:^* 

- the Federal Aviation Act, which prohibits states and localities from 
levying a ticket tax, head charge, or gross receipts tax on individuals 
traveling by air; provides that airline employees may be taxed only in their 
state of residence and the state in which they perform at least fifty percent 
of their duties, allows only states in which an aircraft takes off or lands to 
tax the aircraft or an activity or service on the aircraft; and prohibits state 
“flyover” taxes; 

- the Mobile Telecommunications Sourcing Act, which prohibits states 
from taxing mobile telecommunications service unless the state is the 
user’s place of primary use of the service, 

- the Amtrak Reauthorization Act of 1997, which prohibits states from 
taxing Amtrak ticket sales or gross receipts; 

- Public Law 104-95, which prohibits states from taxing pension income 
unless the pensioner resides in that state; 

- the ICC Termination Act of 1995, which prohibits states from taxing 
interstate bus tickets; 

- the Miscellaneous Revenue Act of 1981, which prohibits states and 
localities from imposing property taxes on air carriers’ property at a higher 
rate than that which is imposed on other commercial or industrial property 
in the state; 


See Securing Kentuc^ky 's Future. State of Kentucky'. Office of the State Budget Director (JaiiuaiA' 2003). 

For a detailed list of iiistcinces where Congress has exercised its authoritv’ under tlie Commerce Clause, see FfcUtIc 
S licrfroth, The Road Since Philadelphia, 30 State Tax Notes 155 (October 13. 2003). 
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- the Railroad Regulatory Reform and Revitalization Act of 1976 (the “4R 
Act”), which prohibits states from imposing differing taxes on railroad 
property;^^ and 

- the Soldiers and Sailors Civil Relief Act of 1940, which limits state 
taxation of members of the Armed Forces to the member’s state of 
residence, prohibiting different states in which the member may be 
stationed from also taxing that member. 

There is a definite tension between a state’s authority to tax and the authority of Congress 
to regulate interstate commerce. However, the very adoption of the Constitution was itself a 
backlash against the ability of states to impede commerce between the states; in adopting the 
Constitution, which expressly grants Congress the authority to regulate interstate commerce, the 
states relinquished a portion of their sovereignty .^^ Moreover, the Supreme Court has explicitly 
noted Congress’ role in the area of multistate taxation.^'' 

HR. 3220 strikes the correct balance between state autonomy/sovereignty and the 
regulation of interstate commerce. H.R. 3220 merely codifies current jurisdictional standards for 
when a business may impose a tax; the bill does nothing to determine how a state may tax 
businesses that are properly subject to its taxing jurisdiction. A state remains free to determine 
what type of tax to impose, be it an income tax, a gross receipts tax, a value added tax, or a 
capital stock tax; to determine how to apportion the income that is taxed in the state, be it a 
single- or three-factor fonnula based on property, payroll and/or sales; to set the rate at which the 
tax chosen will be imposed; to determine whether or not to follow federal taxable income, e.g., to 
choose whether to decouple from federal bonus depreciation; to provide credits or deductions for 
certain types of expenses; and so on. 

On the other hand, the economic nexus standard {i.e., establishing the requisite nexus 
based solely on a business having a customer in the taxing jurisdiction) asserts that a business is 
liable for a business activity tax if that business has derived revenue or income from a customer 
in a state ~ even though the business has conducted no activities in the state {i.e., has had no 
property or employees located in that state). Keeping in mind that every buyer in a transaction in 
a free market economy benefits from the transaction as much as the seller, the economic nexus 
standard eft'ectively imposes a toll charge on out-of-state businesses for exchanging cash for 
property (or for the provision of a service). Such a tax acts as a tariff on interstate commerce and 
creates exactly the problem that existed under the Articles of Confederation and that led to the 
adoption of the Constitution. Under the Articles of Confederation, state taxes and duties 
impeded interstate commerce as states began enacting their own tariffs and taxing interstate 


In fact, the United Slates District Court for the District of Wyoming recentl.v detennined that Wyoming’s coal 
transportation tax singles out and diserhninates against railroads in violation of tire 4R Act. Burlington N. and Santa 
he Ry. Co. v. .Alwood, D. Wyo., No. ()()-CV-ll)S-J, slip op. (D. Wyo. 2(103). 

See Adam D. Tltierer. A Delicate Balance: Federalism, Interstate Commerce, and Economic Freedom in the 
Technological .Age. The Heritage Foundation (1998) (citing AIc.xandcr Hamilton, Federalist No. 22). 

’’’ Barclays Bank FTC v. Franchise Tax Bd. of Cal., 512 U.S. 298 (1994); (Jidtl Carp. v. North Dakota, 504 U.S. 
298 (1992). See also Eugene F. Corrigan, Searching for the Truth, 26 State Tax Notes 677, (Dec. 9, 2002) ("No 
tmiount of state legislation of any kind can extend a state’s taxing jurisdiction beyond the limits set by the Supreme 
Court; and that Court has. for all practical purposes, washed its hands of die matter, deferring it to Congress.’’) 
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commerce, thereby putting up trade barriers to free trade.^" This led to some states retaliating by 
banning products from other states. By effectively imposing such toll charges, the economic 
nexus standard would clearly have a negative impact on interstate commerce. 

Comparison to Current Common Law 

The physical presence nexus standard in H.R. 3220 is consistent with the current state of 
the law. An out-of-state business must have nexus under both the Constitution’s Due Process 
Clause and its Commerce Clause before a state has the authority to impose tax on that business. 
The Supreme Court has determined that the Commerce Clause requires the existence of a 
“substantial nexus” between the taxing state and a putative taxpayer for all state taxes, whereas 
the Due Process Clause requires only a “minimum” connection. In Quill, the Supreme Court 
determined, in the context of a business collecting sales and use taxes from its customers, that the 
substantial nexus requirement could be satisfied only by the taxpayer having a physical presence 
in the state; the Court refrained from articulating the appropriate measure for business activity 
taxes. This is because under the American legal system, a court only has the authority and 
responsibility to address the case before it. The Supreme Court has not granted a writ of 
ceriiorari for a case that would pennit it to address the business activity tax nexus issue. So 
what constitutes substantial nexus for business activity taxes?^’ 

Since the Court has not yet ruled on this issue, we must use clear logic and review what 
state courts and tribunals have recently decided. The answer is clear: if noa-de minimis physical 
presence is the test for a mere collection and remission situation such as is the case for sales and 
use taxes, physical presence must be, at a bare minimum, the appropriate test for the imposition 
of business activity taxes. Indeed, the standard for business activity taxes should, if anything, be 
higher than the standard for sales taxes for at least two reasons. First, a business activity tax is 
an actual direct tax (and not a mere obligation to collect tax from someone else) and the 
consequent greater economic burden should require a greater connection (as the Supreme Court 
seems to have recognized in Naiiona! Geographic Society r. Board of Ecfuatization)^^ Second, 
the risk of multiple taxation is higher for income taxes than for sales and use taxes. Sales and 
use taxes typically involve only two jurisdictions (the state of origin and the state of destination). 
However, corporate business activities often create contacts with many states. Most of the state- 
level decisions on this issue have concluded that there is no principled reason for there to be any 


See, e.g,. Gibbons v. Ogden, 22 U.S. (9 Wheat.) 1, 11 (1824); Oulttv. North Dakota, 504 U.S. 298, 313 (1992). 

QuUl Corp. v. North Dakota, 504 U.S. 298 (1992). 

Opponents of a plwsical presence standard cite International Harvester, a 1944 United States Supreme Court 
case, as support for their position tluit economic nexus is appropriate. See international Han>ester Co. v. IVisconsin 
Dep 't of Taxation, 322 U.S. 435 (1944). Reliance on this case is simply not appropriate because to do so ignores a 
full 60 years of subscqucnl jurisprudence (e.g-. Complete Auto Transit Inc. v. Brady, 430 U.S. 274 (1977) and Quill). 
But even more fundantentally, the case invohod a Due Process analysis and never considered the requirements of 
the Commerce Clause. In addilion, when read in the proper context, il is clear lhal Inlernalional Haix’esfer docs not 
endorse an economic presence standard for business activity taxes. In fact. International Har\>ester concerned tlie 
abilily of Wisconsin lo require a corporation with a physical prcscrtcc in the slate to withhold tax on dividends that it 
paid to its shareholders. Further, the imposition of liability' on the corporation cjmbe seen as merely a delayed 
income tax on the physically present corporation. Clearfy, this case is not to be relied upon to detennine tlie 
appropriate nexus standard for business activity taxes. 

National Geographic Society v. Board of Equalization, 430 U.S. 551 (1977). 
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lower standard for business activity taxes than for sales and use taxes.^® Finally, the 
complexities, intricacies, and inconsistencies among business activity taxes easily overshadow 
the administrative difficulties related to sales and use tax. 

Effect on State Revenues 


There simply is no basis for any contention that H.R. 3220 could lead to any significant 
loss of state revenues. H.R. 3220 does not depart to any significant degree from what is now 
being done in the states. This has recently been confirmed by the former executive director of 
the Multistate Tax Commission.^” Outside the context of passive investment companies,” state 
revenue departments simply have not been successful in their attempts to assert economic nexus 
to impose tax on businesses that do not have a physical presence in the state. 

H R. 3220 would have no effect on taxes derived from businesses that maintain a facility 
in the jurisdiction for more than 21 days during the taxable year. Clearly, state and local 
governments derive most - if not virtually all - of their business activity tax revenue from such 
businesses. The amount of revenue received by taxing jurisdictions from those businesses that 
maintain no office, store, warehouse, or other facility - or even inventory - in the jurisdiction at 
all must truly be minimal. 

Consider first states that impose a net income tax to which Public Law 86-272 applies. It 
is difficult for tax practitioners, corporate tax managers, and several government officials that 
were queried to believe that these states are actually collecting any material amount of revenue 
from businesses that have no office in the state and have non-solicitation employees in the state 
for zero to 21 days during the year. There simply cannot be many businesses paying such taxes 
and, thus, any revenue loss would be negligible. 

Consider next those states, such as Michigan, New Jersey, Texas, and Washington, that 
impose business activity taxes that are not solely based on net income and, thus, are not covered 
by Public Law 86-272. These states are currently able to collect revenue from out-of-state 
businesses that do not themselves maintain an office or other facility in the state but that employ 
individuals in the state who perform solicitation in that state. Modernizing Public Law 86-272 to 


This includes Larico Inc. r. Director, Dir. ofTax’n, N.J. Tax Ct„ No. 005329-97 (Oct. 23, 2003); J.C. Penney 
National Bankv. Johnson. 19 S.W.3d 831 (Terai. Cl. App. 1999), cert, denied. 531 U.S. 927 (2000), America Online 
i'. Johnson. No. 97-3786-TTl. Tenn, Chancer)' Ct. (Mar. 13, 2001); Cerro Copf)er Prods., Inc., No. F-94-444, 1995 
Ahx. Tcix LEXIS 2 1 1 (Ala. Dep’l of Re\xmie Dec. 1 1, 1995), reh 'g denied, 1996 Ala. Tax LEXIS 17 (AUi DepT of 
Revenue Jan. 29, 1996) (But see Lanzi v. State of Alabama Department of Revenue, Ala. Dep't of Rev.. Adniin. L. 
Div.. No. INC. 02-721 (Sept. 26. 2003)). 

Tt seems to me tluit the states need to face the reality tluil most of them are generally incapable of enforemg the 
‘doing business' standard anyway; in almost all cases the>' really fall back on the physical presence test as a practical 
mailer. To the c-\lcnl dial Ihcv ir\ to go beyond dial lest to reach oul-of-slalc businesses for income lax jurisdiction 
purposes, they spend inordinate amoimts of time and effort via bloated legal staffs tliat provide groimds for criticism 
of govemment in general - and wilh mixed success, at best. In short, it may be lhal Ihc slates would be forgoing ihe 
collection of corporate income taxes that they do not and cannot collect anyway." Eugene Corrigan. States Should 
Consider Trade-Off on Remote-Sales Problem (Icllcr to the editor), 27 Stale Tax Notes 523 (Feb. 10. 2003). 

ll is inlcrcsting lo note that the slates have now moved on to using olher, more cfrcclivc attacks against passive 
investment companies, such as the economic substance and alter ego arguments, combined reporting, and tlie denial 
of the relevant deductions. See Mitchell J. Tropin. States Moving Away From ‘Geoffrey, ’ Using Sham Arguments, 
Attfhbution ' Nexus. Daily Tax Report. No. 27 (Feb. 10, 2003). 
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cover non-income taxes clearly means ihat such states will no longer be able to collect this 
revenue. The amount of tax paid by such businesses, however, again must be minimal because it 
is unlikely that businesses are paying business activity tax to states in which they only have a 
fleeting presence. 

It is essential to keep in mind that H.R. 3220 is based on the principle that a business 
engaged in interstate commerce should pay its fair share of tax.*^^ H.R. 3220 does not seek to 
reduce the tax burdens borne by businesses, but merely to ensure that tax is paid to the correct 
jurisdiction. 

While on the topic of revenue impact, I would like to address the assertions of critics of 
the bill that H.R. 3220 would create significant revenue losses to the states.'^'^ As I just 
explained, it simply cannot be the case that H R. 3220 would have more than a negligible 
revenue impact to the states. Charges by critics that the bill would have a significant fiscal effect 
are simply masking what is really going on, i.e., that state revenue departments and their 
representatives do not want any legislative constraints on or oversight of their taxing authority - 
even when the legislative constraints are squarely within Congress’ authority to regulate 
interstate commerce. 

Moreover, the statements of revenue impact made by certain state revenue departments 
and their representatives have been shown to be highly unreliable because the “estimates” focus 
on potential effects from hypothetical restructurings by businesses, are based on hypothetical 
changes in state law, or cite to potential impacts on apportionment rules (which is an issue of 
how much to tax, not whether to tax). Such considerations do not make for a reliable or accurate 
revenue estimate; proper revenue estimates are based on revenues currently collected. In reality, 
there simply will be no material effect on the amount of revenue received by the states because 
H.R. 3220 seeks to maintain the status quo. 


A recent study coimiiissioned by the Council on Slate Ta.xalion found lliai businesses (not including pass-tlirough 
entities) paid $378.9 billion in state and local taxes in 2002. an amount that was considered to be at least business' 
fair sliarc of lax. See Robert Cline. William Fox, Tom Ncubig, and Andrew Phillips, .1 Closer Examinalion of the 
Total State and Local Business Tax Burden, 27 State Tax Notes 295 (Jan. 27. 2003). 

It is inicrcsiing that critics of proposals that address imiltistatc taxation always counter with claims that the 
proposal will cause significant revenue loss to the states. See, e.g.. Corporate Tax Sheltering and The Impact On 
State Corporate Income Tax Revenue Collections, Multislatc Tax Commission (July 25. 2003): Dan Bucks, Elliott 
Diibin and Ken Beier. Re\>enue Impact on State and Local Governments of Permanent Extension of the Internet Tax 
Freedom Act, Miiltistate Ta.x Commission (Sept. 24. 2003): Micliael Mazerov, Making the Internet Tax Freedom Act 
Permanent in ihe Form Currently Proposed Would Lead to a Substantial Revenue Loss for Stales and Localities, 
Center on Budget and Policy- Priorities (October 20, 2003). Yet there is no reliable empirical evidence that states 
have actually lost revenue when measures affecting state ta.xation have been enacted. This certainly goes to the 
credibility' (or lack thereof) of such claims. As an example of the unreluibility' of such claims, the Natioiicil 
Conference of State Legislatures has expressed its concern o\’er projections by some national organizations tliat the 
inclusion of Iclccoimnunicalions services in the Inlcmcl lax moratorium would cost the stales $22 billion each year 
(an estimate representing the total revenue from all state and local telecommunication taxes in the 50 states from 
1 992); in a letter to Senator Alexander dated November 5, 2003, the Congressional Budget Office csLiinatcd that the 
actual revenue cost would be between $80 million and $120 million per year starting in 2007 - an estimate tliat is 
approximaLcly 220 times smaller. Accord Congressional Budget Office Cost Estimate, H.R. 49. Tntcniel Tax 
Nondiscrimination Act. as requested by the House (Tomm. on the Judiciary' (July 21. 2003). In a November 4. 2003 
action alert regarding S. 150, ‘The Internet Tax Non-Discrimination AcL"’ the NCSL stated tliat “[t]he $20 billion 
estiniiition runs counter to e^pressed congressioreil intent and the provisions of the Manager's amendment and as a 
result tlireatens to seriously harm the credibility' of state goveimnents before Congress and the Administration." 
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Effect on International Taxation and American Competitiveness 

Our country’s own history and the federal government’s position in the context of 
international taxation provide sufficient reason to establish a physical presence nexus standard. 
The United States and its tax treaty partners have, for decades, adopted and implemented a 
“permanent establishment’’ rule. The “permanent establishment” concept is a long-standing 
principle and has been extremely important to U.S. businesses and, thus, to the U S. economy. 

The “permanent establishment” rule provides that neither country that is a party to the 
treaty will impose an income tax on a business from the other country unless that business 
maintains a substantial physical presence in the taxing country. Using the U.S. Model Treaty 
provisions as an example, a foreign business must have a “fixed place of business [in the United 
States] through which the business of an enterprise is wholly or partly carried on” before the 
United States may impose a tax on that business.^'' Under this standard, neither a “rep office” 
staffed by a few people, nor a facility used for storage, nor the maintenance of goods or 
merchandise for processing by another business would rise to the level of being a “permanent 
establishmem” in the United States sufficient for the imposition of federal income tax on that 
business. 

A physical presence standard places an appropriate limit on states gaining taxation 
powers over out-of-state firms and conforms to common sense notions of fair play. It is 
significant that the OECD has recently studied the issue and preliminarily concluded that the 
“permanent establishmenf’ rule should remain the proper standard for international tax treaties 
even with the proliferation of electronic commerce.*^ The policy reasons underlying such a 
conclusion are clear. Imagine for a moment that a foreign country tried to tax the profits of U.S. 
companies simply because the U.S. firms exported goods into that country. There is no doubt 
that the United States government and business community would be outraged. However, the 
economic nexus standard that the states would like to implement would have a similar effect on 
interstate commerce. 

Unfortunately, it has been said that some smaller countries, citing the efforts of U.S. state 
revenue departments to impose direct taxes on any business that has customers within the state’ s 
borders, are now saying that they want to renegotiate their treaties with the United States so they 
can begin taxing every U.S. business that has a customer in their country. This would be a 
disaster for the U.S. economy. Enactment of H.R. 3220, which includes a nexus standard that is 
analogous to those found in U.S. tax treaties, is essential for ensuring that the current 
international system of taxation remains intact. 

Interplay with State Tax Incentives 

In recent years, states have been increasingly active (and competitive) in offering tax 
incentive packages to businesses to locate and/or expand their operations in that state. Such 
incentives are offered not only to entice businesses into a state but also to ensure that businesses 


’’’ United Slates Model Income Tax Convention of September 20, 19%, Art. 5. 

See Are The Current Treaty Rules For Taxing Business Profits Appropriate For E-Comtnerce?, Organisation for 
Econontic Co-operation mid Development, Technical Adxdsoiy Group on Monitoring the Appbeation of Existing 
Treaty Nomis For Taxing Business Profits, Public Discussion Draft (Nov. 26, 2003). 
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already located in the state do not relocate to, or expand in, other jurisdictions. The in-state 
company receives the benefits and protections provided by the state and, absent the incentives, 
would therefore be properly subject to full taxation. 

A less obvious tax incentive occurs when states adopt apportionment formulas that 
weight the sales factor more heavily than the property and payroll factors. If a state has a 
double-weighted sales factor or a single-factor apportionment formula based only on sales 
(which is increasingly popular among the states), in-state businesses enjoy a significant benefit 
over businesses that have little or no property or payroll in the state but that do have sales that 
are apportionable to the taxing state. 

When combined with the economic nexus standard, states would actually be subsidizing 
such incentives for in-state businesses at the expense of out-of-state businesses that do not 
receive the benefits and protections provided by the state. Not only does this offend the basic 
principle of nondiscrimination that is required by the Commerce Clause of the U.S. 
Constitution,^'’ but, in addition, it surely is misguided tax policy to make one party that is not 
really “in” the jurisdiction bear the tax burden of those persons who actually receive the benefits 
and protections of the government services that the taxes are funding. 

Effect on American Job Retention and Growth 


The U.S. economy has been making strong gains in the overall level of growth, with 
historically low inflation, home ownership at record levels, and household consumption 
expanding. These economic gains have been due in large part to the ongoing expansion in the 
productivity of U.S. workers and businesses. While productivity gains are unquestionably a 
good thing for the U.S. economy, the flip side is that U.S. businesses have proven capable of 
increasing output without expanding employment at the same rate as seen in most past 
recoveries. Therefore, responsible federal policymakers need to identify and rectify potential 
barriers to newjob creation in America to ensure that our economic expansion creates the largest 
number of high-quality jobs. 

The current level of uncertainty and ambiguity in the application of state-level taxes on 
U.S. -based businesses impedes new job creation. Businesses operating in the U.S. must deal 
with the ambiguity in the current nexus rules that govern when states have the right to impose 
direct taxes on businesses. Rather than a clear set of federal rules regarding when a business is 
subj ect to state taxes, the current environment is governed largely by the level of aggressiveness 
of state tax administrators and ongoing litigation. As I mentioned earlier, state tax officials have 
increasingly pushed the envelope in an effort to raise revenues from out-of-state enterprises. The 
uncertainty will only increase as states continue to assert jurisdiction over out-of-state businesses 
based on “economic nexus” principles. 

It is noteworthy that this uncertainty is home chiefly by businesses based in the United 
States. Investing in the creation of new plants, equipment, and jobs in other countries is actually 
encouraged by the ambiguity in nexus standards and the aggressiveness of state tax officials. 
When combined with the effect of bilateral tax treaties and the difficulty of collecting state-level 


See. e.g.. Northwestern States Portland Cement Co. v. Minnesota. 358 U.S. 450 (1959) and Armco, Inc. v. 
Hardesn\ 467 U.S. 638 (1984). 
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taxes from foreign enterprises, the uncertainty and ambiguity of state taxation has become 
another incentive that unnecessarily promotes new investment and job creation abroad. 

Foreign business enterprises are often shocked to learn that while treaties may insulate 
them from federal taxation, state taxation can still be imposed. This factor, when combined with 
the ambiguity of current state tax nexus law and the aggressiveness of state tax administrators, 
has put a real damper on foreign investment. Even when a foreign business initially considers 
opening an active business in the United States and paying federal tax and state tax where it 
locates its property and employees, the specter of having to pay tax to every jurisdiction where it 
merely has customers is quite intimidating. Addressing the problems of state tax uncertainty and 
the risk of litigation costs clearly has the potential to encourage additional foreign investment in 
the U.S., thus creating newjobs throughout the country. 

By providing a bright line, quantifiable physical presence standard, H.R. 3220 addresses 
the current level of uncertainty in the nexus rules that apply to direct business taxes by lowering 
litigation expenses for companies that operate facilities in the United States and by reducing the 
likelihood that they will be targeted by out-of-state tax authorities bent on raising revenues from 
businesses that do not have a presence in their state. H.R. 3220, while certainly not an answer to 
all the questions related to encouraging new job creation in America, will encourage businesses, 
whether based in America or overseas, to put new investment and create new jobs here in 
America rather than in another country. 

Conclusion 


The physical presence nexus standard provides a clear test that is consistent with the 
principles of current law and sound tax policy” and that is consistent with Public Law 86-272, a 
time-tested and valid Congressional policy. Physical presence is an accepted standard for 
determining nexus.^* And a physical presence test for nexus is consistent with the established 
principle that a tax should not be imposed by a state unless that state provides benefits or 
protections to the taxpayer. 

What the entire nexus issue boils down to is fairness. The bright-line physical presence 
nexus standard of H.R. 3220 provides the most fair and equitable standard. This is true primarily 
for two reasons. One, businesses have a reasonable expectation of taxation only when they are 
the recipients of the benefits and protections provided by the taxing jurisdiction. Two, a physical 
presence standard protects in-state businesses from "foreign tax” imposed by jurisdictions solely 
because of the business having customers located in the taxing jurisdiction. By providing clarity, 
the physical presence standard removes an impediment to investment in the United States. For 


^ Ricliard Pomp, who Icslificd as a lax policy expert on behalf of Ihc ^.xpayer in Lanco Inc. v. Director, Div. of 
Tax'll. N.J. Tax Ct.. No. 005329-97 (Oct. 23, 2003), articulated ''six principles of tax policy ... as representing tlie 
values inherent in the cornincrcc clause: desirability of a clear or ‘■'brighl-linc” Lcsl, consistency vvilh settled 
expectations, reduction of litigation and promotion of interstate investment non-discriminatory^ treatment of tlie 
scr\ icc sector, avoidance of mulliplc taxation, and efficiency of administration.” Lanco Inc. v. Director, Div. of 
Tax’ll, N.J, Tax Ct., No. 005329-97 at 15-16 (Ocl. 23, 2003). Professor Pomp concluded that a physieal presence 
standard better advanced these principles than a standard based on economic nexus principles. Id. at 16. 

See. e.g.. Quill Corp. v. .North Dakota, 504 U.S. 298 (1992) and National Bellas Hess. Inc. v. Department of 
Revenue. 386'u.S. 753 (1967). 
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these reasons, the bill would benefit both U.S. businesses and consumers and, thus, the U S. 
economy as a whole. 

My comments only scratch the surface of why a physical presence nexus standard for 
business activity taxes and modernization of Public Law 86-272 is the right answer and why 
H.R. 3220 should therefore be enacted. But it is clear that H.R. 3220 warrants the full and 
enthusiastic support of the Subcommittee. Its enactment will ensure that the U.S. business 
community, and thus the U.S. economy, are not unduly burdened by unfair attempts at taxation 
without representation. H.R. 3220 will not cause any dislocations in any state’s revenue sources. 
Thank you for your time, I welcome any questions. 


903 139-8.052903.0011 
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Mr. Cannon. Thank you, Mr. Rosen. 

Mr. Van Fossen. 

STATEMENT OF JAMIE VAN FOSSEN, STATE 

REPRESENTATIVE, 81ST HOUSE DISTRICT, STATE OF IOWA 

Mr. Van Fossen. Chairman Cannon, Representative Watt, and 
Members of the Subcommittee, thank you for the opportunity to 
testify today. My name is Jamie Van Fossen, and I am a State Rep- 
resentative from Iowa, and I chair the House Ways and Means 
Committee at the State House. I also serve as a public sector chair 
for the Tax and Fiscal Policy Task Force at the American Legisla- 
tive Exchange Council, or ALEC. 

On behalf of the people of Iowa and the over 2,400 State legis- 
lator members of ALEC, I am pleased to testify in support of H.R. 
3220, or BATSA, legislation. ALEC is a bipartisan individual mem- 
bership organization of over 2,400 State legislators. ALEC’s mis- 
sion is to promote Jeffersonian principles of free markets, indi- 
vidual liberty and federalism and limited government. Our task 
force mission is to study efforts of legislators from across the coun- 
try and assist them in their lawmaking function. We author and 
study model legislation with the assistance of our private sector 
members on issues ranging from tax limitation to managing a 
State budget crisis, and also to the relationship between State tax 
policy and interstate commerce. 

Last year we took notice of a disturbing trend in State tax policy, 
the erosion of the physical presence standard for the collection of 
business activity taxes. The State revenue departments spurred on 
by a State budget crises are moving more aggressively to collect 
taxes from businesses wholly located in other States. In response 
to this trend and the threat it created for interstate commerce and 
State economic growth, ALEC provided two pieces of model legisla- 
tion designed to preserve and strengthen the physical presence or 
nexus requirement for imposition of business activities tax. 

We first passed a model resolution calling on Congress to retain 
and strengthen Public Law 86-272 as the Federal standard for the 
State imposition of business activities tax. In our resolution we 
said that the ability of State and local jurisdictions to tax out-of- 
State businesses should be limited to those situations in which the 
business has employees and/or property in a taxing jurisdiction 
and, accordingly, receives meaningful Government benefits or pro- 
tections from this jurisdiction. 

Our resolution also asks Congress to update Public Law 86-272 
by extending its protections beyond solicitation of sales of tangible 
personal property to the sales of services and intangibles, therefore 
reflecting the realities of 21st century economy. We then presented 
a model bill that would make physical presence the State standard 
for imposing business activities taxes. The model also defines phys- 
ical presence in a way that would create certainty for businesses 
and minimize costly litigation on nexus issues. The bill would have 
provided a de minimis threshold of 21 days of physical presence in 
a State before taxation would be triggered. Our model bill has been 
introduced in California, in Iowa, and also has been introduced in 
Wisconsin. 
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Our model resolution was approved by the Iowa House of Rep- 
resentatives last month as you mentioned, Mr. Chairman. I urge 
you to support the simplification of business activities tax for sev- 
eral reasons: First, because it is consistent with constitutional sep- 
aration of powers between Federal and State governments; second, 
because it would contribute to State economic growth and job cre- 
ation; and, third, because it would maintain the principle of tax 
competition among the States. 

I believe as does ALEC that Government powers should be lim- 
ited. This same belief animated the drafters of the Declaration of 
Independence and the Constitution of the United States and should 
be at the forefront of our thinking in any discussion about inter- 
state commerce and State tax jurisdiction. 

H.R. 3220 is consistent with this core belief because it would 
limit power of State government to place undue burdens on inter- 
state commerce. People are often surprised to learn that ALEC, a 
State focused public policy group, is in favor of Eederal restrictions 
on State power. They wonder how we could be in favor of fed- 
eralism and also advocate for Eederal preemption of certain State 
tax on business activities. The answer is simple, federalism is not 
an end into itself Eederalism, like the separation of powers, is the 
tool we use to limit Government’s power and enhance the liberty 
of our citizens. Whenever State government goes beyond its powers 
given to it by the people and the Constitution, such as when the 
State tries to impose business taxes located outside of the State’s 
jurisdiction, we should not hide behind the mantra of federalism 
and excuse the action. 

H.R. 3220 is thus not about the rights of States. It is about the 
rights of people. This bill is not about the right of Iowa and other 
States to maintain historic levels of spending on schools, health 
care and transportation. This bill is about the rights of Iowa busi- 
ness owners and their customers to engage in interstate commerce 
free from the undue burdens associated with paying taxes in mul- 
tiple States. You are not forced, as opponents of the bill claims, to 
choose between public schools and other funding. You are going to 
have to decide whether federalism means that States have nearly 
unlimited powers to tax or whether federalism is just as much a 
restriction on State power as it is a restriction on Eederal power. 

H.R. 3220 is also consistent with the time honored American 
principle of no taxation without representation. Businesses should 
not have to pay taxes in those jurisdictions where they have no 
physical presence, where they derive to substantial benefit from 
the services of Government, and where they have no lasting con- 
nection of betterment of culture and society. 

This leads me to the second reason I and ALEC support H.R. 
3220, because it will foster economic growth and job creation, espe- 
cially at the State level. We should measure fiscal health of a State 
by the gross State product. State jobs and the size of the family 
budget. We should not measure fiscal health by the size and 
growth of the State budget or State revenues. This will in turn be 
good for the viability of State finances. Any threat to our national 
economy is by definition a threat to the States. Enacting legislation 
like H.R. 3220 is the best medicine Congress can prescribe for 
healthy State economies. 
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H.R. 3220 would also maintain, and I think this gets to the 
point, a healthy tax competition among States. In Iowa we seek to 
create a tax and regulatory environment that is favorable to busi- 
ness locations and job creation. We compete with other States to 
offer the beneficial place to locate business. If other States can tax 
Iowa businesses merely because they have customers that derive 
income from those States, Iowa will lose a major tool we have to 
attract business and jobs. 

Thank you. 

[The prepared statement of Mr. Van Fossen follows:] 

Prepared Statement of Jamie Van Fossen 

Chairman Cannon, Representative Watt, and members of the subcommittee, 
thank you for the opportunity to testify before the House Judiciary Subcommittee 
on Commercial and Administrative Law. My name is Jamie Van Fossen, and I am 
a State Representative from Iowa. I chair the Iowa House Ways and Means Com- 
mittee and I also serve as the public sector chair of the Tax and Fiscal Policy Task 
Force at the American Legislative Exchange Council (ALEC). On behalf of the peo- 
ple of Iowa, and the over 2,400 state legislative members of ALEC, I am pleased 
to testify in support of H.R. 3220, the “Business Activity Tax Simplification Act of 
2003.” 

ALEC is a bi-partisan, individual membership organization of over 2,400 state 
legislators. ALEC’s mission is to promote the Jeffersonian principles of free markets, 
individual liberty, federalism and limited government to our members. I serve as 
the public sector chair of the Tax & Fiscal Policy Task Force. Our task force’s mis- 
sion is to study the efforts of legislators from across the country and assist them 
in their lawmaking function. We author and study model legislation, with the assist- 
ance of our private sector members, on issues ranging from tax limitation, to man- 
aging a state budget crisis, to the relationship between state teix policy and inter- 
state commerce. 

Last year, we took notice of a disturbing trend in state tax policy: the erosion of 
the physical presence standard for the collection of business activity teixes. State 
revenue departments, spurred on by the state budget crisis, are moving more ag- 
gressively to collect taxes from businesses wholly located in other states. In response 
to this trend and the threat it created for interstate commerce and state economic 
growth, ALEC approved two pieces of model legislation designed to preserve and 
strengthen the physical presence nexus requirement for the imposition of business 
activity teixes. 

We first passed a model resolution calling on Congress to retain and strengthen 
Public Law 86-272 as the federal standard for the state imposition of business ac- 
tivity taxes. In our resolution, we said that the ability of state and local jurisdictions 
to tax out-of-state businesses should be limited to those situations in which the busi- 
ness has employees and/or property in the taxing jurisdiction and accordingly re- 
ceives meaningful governmental benefits or protections from the jurisdiction. Our 
resolution also asks Congress to update Public Law 86-272 by extending its protec- 
tions beyond the solicitation of sales of tangible personal property to the sales of 
services and intangibles, thereby reflecting the realities of the 21st century econ- 
omy. 

We then passed a model bill that would make physical presence the state stand- 
ard for imposing business activity taxes. The model also defines physical presence 
in a way that would create certainty for businesses and minimize costly litigation 
on nexus issues. The bill would provide a de minimis threshold of 21 days of phys- 
ical presence in a state before taxation would be triggered. Our model bill has been 
introduced in California and Iowa, and we expect it to be introduced shortly in Wis- 
consin. Our model resolution was approved by the Iowa House of Representatives 
last month. 

I urge you to support the simplification of business activity teixes for several rea- 
sons: first, because it is consistent with the constitutional separation of powers be- 
tween the federal and state governments; second, because it would contribute to 
state economic growth and job creation, and; third, because it will maintain the 
principle of teix competition among the states. 

I believe, as does ALEC, that government’s power should be limited. This same 
belief animated the drafters of the Declaration of Independence and the Constitu- 
tion of the United States, and should be at the forefront of our thinking in any dis- 
cussion about interstate commerce and state tax jurisdiction. H.R. 3220 is consistent 
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with this core belief because it would limit the power of state government to place 
undue burdens on interstate commerce. People are often surprised to learn that 
ALEC — a state-focused public policy group — is in favor of federal restrictions on 
state tax power. They wonder how we can be in favor of federalism and also advo- 
cate for federal preemption of certain state teixes on business activities. The answer 
is simple: federalism is not an end unto itself. Federalism, like the separation of 
powers, is a tool we use to limit government’s power and enhance the liberty of our 
citizens. Whenever state government goes beyond the powers given to it by the peo- 
ple and the Constitution, such as when a state tries to impose teixes on businesses 
located outside its jurisdiction, we should not hide behind the mantra of federalism 
and excuse such action. 

H.R. 3220 is thus not about the rights of the states, it is about the rights of the 
people. This bill is not about the right of Iowa and other states to maintain historic 
levels of spending on schools, health care and transportation. This hill is about the 
rights of Iowa business owners and their customers to engage in interstate com- 
merce free from the undue burdens associated with paying teixes in multiple states. 
You are not forced, as the opponents of this bill claim, to choose between public 
schools and corporate profits. Rather, you are going to decide whether federalism 
is a two way street, granting license to states as well as restricting state power out- 
side its own borders. You are going to have to decide whether federalism means that 
states have nearly unlimited powers to tax, or whether federalism is just as much 
a restriction on state power as it is a restriction on federal power. 

H.R. 3220 is also consistent with the time-honored American principle of “no tax- 
ation without representation.” Businesses should not have to pay teixes in those ju- 
risdictions where they have no physical presence, where they derive no substantial 
benefit from the services of government, and where they have no lasting connection 
to the betterment of the culture and society. If we do not draw the line at physical 
presence, it will be difficult to draw it anywhere that would meaningfully limit the 
state’s power to place undue burdens on interstate commerce. The number of states 
in which a business will have to pay taxes will quickly multiply, indeed is already 
multiplying, because of the erosion of the physical presence standard and the need 
to extend the standard to sellers of services and intangibles. 

This leads me to the second reason I, and ALEC, support H.R. 3220: because it 
will foster economic growth and joh creation, especially at the state level. We should 
measure fiscal health by the growth in Gross State Product (GSP), state jobs, and 
the size of the family budget. We should not measure fiscal health by the size and 
growth of the state budget or state revenues. This bill will be good for economic 
growth because it will promote the free flow of interstate commerce and create cer- 
tainty for businesses engaged in interstate commerce. This will in turn be good for 
the viability of state finances. Any threat to our national economy is by definition 
a threat to the states. Enacting legislation like H.R. 3220 is the best medicine Con- 
gress can prescribe for healthy state economies. 

H.R. 3220 would also maintain healthy tax competition among the states. In Iowa, 
we seek to create a teix and regulatory environment that is favorable to business 
location and job creation. We compete with other states to offer the most beneficial 
place to locate a business. This teix competition is healthy for Iowa and healthy for 
our national economy. If other states can tax Iowa businesses merely because they 
have customers or derive income in those states, Iowa will lose a major tool we use 
to attract jobs and businesses. 

Iowa has been a leader in the effort to reform and simplify business activity taxes. 
As I mentioned earlier, the Iowa House of Representatives passed a resolution last 
month calling on Congress to enact business activity reforms similar to H.R. 3220. 
As a state lawmaker, I would urge you to enact H.R. 3220 because it promotes fed- 
eralism, enhances our national economy and thereby increases the financial viability 
of our state governments, and preserves the constitutional principle of tax competi- 
tion among the states. Thank you. 






n:mm ie-t .. 

BY- .■■.■■■ \i 

A Rc^' so 'tut:! '■•'ll rccuicii-tinn -be Sc^t-CT Cr.nqr’^-jiS, to 

^KptA\XKi Loc pnyKi::&4 presence stami^r'i tat i.b>» '[ 

Lupr: 5 i>ifJo{' r^f ” ii5;at.o and local buzirit^nh activity 
I ■iTakeis'j .:. . ■ ■ .■.■■ \\. 

> l^eSRt:AS, the Unices Scafce® "nurl., iu UJ-ll Cotp. v. i( 

N'jt’U ?f54 TX S, y9>3 helc in*^» trrrPolr ^loUc-rt. I 

i T^ckiH^jj i’physimJ pr«se'-ice ns’t be? to aot tax j 

! boilRCtion.' o£ che stAte-j •:and-.-' .. ■■ .'i 

WrjERl'AS, niruc; =5!ei.e and local taxes on foyg ineaaos . also jj 

known as- “buaine^si- arrtivst'^- Jiuch as Inoocr.e^ Eranchise^ '| 

001 worth, biiKi'ne&E. llceikSe!, ‘ou-stoess and occupaticn ^ iitKjle ,! 
:' buM ). 'iy>-it3 , oripiLoi ivcockf and like inpoae an sven 

. greS(i''ter"b‘ur<'3etT:'''an ■bu'sS:ino3'30£: stt'qaged.'iiS' ■•In.t.er state ■coniifio.sc&.... i. 
than an cbli^atioo to collect a taic Iron and i 

! W'-JESEIA.S, the pbysic^il pres'snee sciandard prcc.ote3 fairret:,!.- 

i by '■■©■neut*tn.G[' fcha.t ' t-ha-t- xecei'ipe' hend£it3\ arid;' ■■ ; j 

i protect icfi 9 pro«;?ifie!5 by state and loca* guv^-rntnenUa pa*^ their '| 

; fair -diare for thesp. Rervites; and li 

I HHEKEAS/ the iib.ility of slate ar.d Ltc&l rurisdi rt ioii-ji to ‘| 

1 tax cnii,'.^o.f-state busin-essea sh-ould be to ■ bno'se: ■■. ■■■ ■ ■■; ■ ■;[ 

j Bituatioos'''^^^ -b-jaihess. .hss -er-plcvees or . property.' .in. . .. .'^ 

j the taxih '5 . jurisdicrion and aocor-dlncl-y. receives meariih^f lil -I 

gowernmenta-l benefits ct proteofc'lons ...front: i^re .j.ar.i.sdictioh?' . . ''I. 

-j and '. ■:.;■! 

'i ^SEHEASr the physica.j .preaeFiOa;- standard results iiv bha Y 

H Qtccar attribution" of business profits to- taxino. ju-risdiccions ■:j' 
il wnere-a' bosiness is located and thus, does not result in ta-x. .... ..■.; 

;| avoida.nce; and '.i ' 

i: i-’JHEREASr s. business activity b-a-sr- '.filing cegu ireviero. based .! 

i| cn a etantard other than .'phy^xesl." presence results ir, _ | 

ii increased filing require!rien,t.s-"and' thti.S- tnoi'eased cornpliance i 

H costs,: and- ■ ji 

'i I'JHETiSABf busineB3'eS''. cvri&ntl'.'r''reiy on a physical prej^>--.nct;, i| 

if standard for eoniplw.ing '^it'h"s.t«t.e''' and' Icoal fcusinsss activity 'I 
H tctiii- cb.lica^iaop., and' this ' standard ' is. fapplisr?' oi;,'?:'rprr!t.Iy by , li 

;i most stare courts; and' il 

i! v:h:E:RPu55?r «ny conors^sioii'al' ournotlsatioii for scares to _ !■ 

.or’pG?e stln:'. and use tax collecfclurr oolicaiion wov'd Et.rihpr J 

i' c-'ijt busin^fe'-ge:? a L- ..c-.i-isk''' Cff'':'t'.h:e-'yn'fia'l-i'-:'apD.iice'cion of business ii 

I irriviry raxes by duriadtetAons in svhi^vi ths buy-inonscs iac< a 

1; physicci-:.. pres'-'r.t^e?-". a-nd'- . -I ' ' ' ""- -■ ' , I’ 

vh 'i:,Rr!a-5, t !>" o* a sfA'ndaro oenrr -rnan t!n%* -:■’>■ ’a' j. 

I J * M : s * 1 -- Liniced 

“ Ttr-'-; cuR’p.-i-b li>§ & physical ovori^r-nn ir. ;' 

J b-'i’ l^r..y •-'xpnnsive and McS^ii i axari:>r* by fcrci'-jn ;, 

' jrd ' t provincnc ; st-c '! 

bus i operating in if,ters-t&f'e crrutTc-cj -luouil n 

H f r,- ccinoei-iod 'to 'Day 'taxes "i.'ii''. EtaSs .•&-&«• l.oca.i.. _id.i. .i.S'.t! ;.,Oi-5 n 

i ■■.nr.y an s rrsuit <>£ the ’"savlnn cuctoPi-='tfv lvy.'(i.'''3 \n [ 

>' U vi g I’ iodiccior.; end ^ | 

! sv‘ ire- Tln-i^co Stat’^3 hecoro n.-ci qi 'I ii 

/ rincu C--.'- Ltfh entered Pib. L* tfe, 1 1 ^ntl '’d ' 

i, b’k'.ijd tne piGvlsion bf intcrstact* ^^ervi-y'r -■’rr- 


32 



Mr. Cannon. Thank you, Mr. Van Fossen. I would like to point 
out, in a day when we are hearing claims of outsourcing, if Iowa 
loses job it is likely that America loses jobs. 

Commissioner Clayburgh. 

STATEMENT OF RICK CLAYBURGH, TAX COMMISSIONER, 
STATE OF NORTH DAKOTA 

Mr. Clayburgh. Thank you, Mr. Cannon. Chairman Cannon, 
Mr. Watt, Members of the Subcommittee, I am Rick Clayburgh, the 
Commissioner of North Dakota’s Office of State Tax Commission. 
I am speaking to you today on behalf of the National Governors’ 
Association, and thank you for the opportunity to address the 
issues relating to H.R. 3220, the Business Activity Tax Simplifica- 
tion Act, and the impact that it could have on all States. 

I would like to read a couple of points out of my testimony, but 
you do have a copy of my testimony, and then I would just like to 
address some issues. 

First of all, I would like to reiterate the National Governors’ As- 
sociation policy on this issue of business activity tax, which is very 
clear. The National Governor’s Association opposes any further leg- 
islative restriction on the ability of States to determine their own 
policy on business activity or corporate profit taxes. This is an 
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issue of State sovereignty. The U.S. Constitution adequately pro- 
tects the interests of both States and business. The National Gov- 
ernors’ Association opposes H.R. 3220 because it would unduly 
interfere with the ability of States to determine and manage its 
own policies. 

Members of the Committee, the issues that we are facing are dif- 
ficult in many respects. As you look at businesses, they are entities 
that are legal fictions that are created on paper and that have no 
physical being. These businesses are present in States through rep- 
resentatives such as buildings, property or inventory they own or 
persons they hire such as employees and independent contractors 
that do the company’s work. They are present in States through ac- 
tivities they undertake such as leasing, contracting, licensing, sell- 
ing and the like. So the key question that we face is what are the 
activities of a company that have no single physical embodiment 
sufficient to bring it within a State’s taxing jurisdiction. 

The National Governors’ Association is opposed to H.R. 3220 
based on five key points. First of all, it encourages and expands tax 
planning. One of the issues that has come up within States is the 
ability of some businesses to do tax planning in which they can 
channel away from that State legitimate income that has been 
earned within the State. In some cases these have been challenged 
in court and the courts are siding with the States. But there are 
issues that have not been fully litigated. And many tax planners 
for corporations are looking at those issues and saying,” I really 
cannot put my company into that position to try to challenge a par- 
ticular State law to determine if we have a significant presence 
within that State.” The passage of H.R. 3220 would actually create 
a situation where tax planners would have an obligation on behalf 
of their corporation and their shareholders to minimize their tax 
obligations within the States. This will increase the burden of tax- 
ation on local business and local constituents because they are the 
only ones that will be remaining within a State that will be subject 
to the State’s taxing jurisdiction. 

Second, we truly believe that H.R. 3220 favors big over small. 
H.R. 3220 favors out-of-State businesses over in-State businesses 
and for our State that is not sound economic policy. I believe it is 
very important, and it is one of the reasons and one of the ideas 
that I truly believe in, that State tax policy should be fair and con- 
sistent for all taxpayers. H.R. 3220 goes a long way in separating 
that in creating winners and losers. 

Third, I beg to differ, but H.R. 3220 is not clear and it is not sim- 
ple. It does not create a physical presence standard. It creates 
something less than a physical presence standard. And I would 
argue that we will find in many States that audit activity and liti- 
gation will increase as auditors are looking into the activities of a 
business, would have to assess a tax and have the business come 
back and prove the activity that occurred was within one of the 
carve-outs which was established during this Federal legislation. I 
do not believe that is good tax policy. 

Third, it is a step back in time for tax policy. At a time when 
our economy and our country, we are in a situation where we are 
now an electronic, borderless economy, most businesses have the 
ability to operate anywhere at any time without the encumbrance 
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of a physical presence. However, H.R. 3220 tries to take the 19th 
century tax law on physical presence and impose it on a 21st cen- 
tury borderless economy. That does not make sense. 

Finally, and most importantly, we believe that H.R. 3220 violates 
the principles of federalism. It violates over 225 years of federalism 
by taking decisions regarding economic development and job cre- 
ation in our own States away from the Governors, the State legisla- 
tors and mayors and puts it in the hands of Congress. For that rea- 
son, Mr. Chairman, and I look forward to answering questions spe- 
cific to it, and for the reasons outlined in the statement I have pro- 
vided in my opening comments, the National Governors’ Associa- 
tion strongly urge the Subcommittee to reject H.R. 3220. 

Congress should not implement legislation that will discriminate 
against local merchants and businesses cause States to incur se- 
vere revenue losses and set back over 225 years of principles of fed- 
eralism. 

Mr. Chairman and Members of the Subcommittee, thank you for 
the opportunity to speak with you, and again I welcome the oppor- 
tunity to address specific questions. 

[The prepared statement of Mr. Clayburgh follows:] 

Prepared Statement of Rick Clayburgh 

Chairman Cannon and Members of the Subcommittee, I am Rick Clayburgh, Com- 
missioner of the North Dakota Office of State Tax Commissioner. I am speaking to 
you today on behalf of the National Governors Association and thank you for the 
opportunity to address issues relating to HR 3220, the Business Activity Teix Sim- 
plification Act, and the impact it could have on all states. 

NGA policy on the issue of business activity teixes is very clear: 

“The nation’s Governors oppose any further legislative restrictions on the ability 
of states to determine their own policy on business activity or corporate profits 
taxes. This is an issue of state sovereignty. The U.S. Constitution adequately 
protects the interests of both states and business.” 

The NGA opposes H.R. 3220 because it would unduly interfere with the ability 
of states to determine and manage their own tax policies. In the simplest of terms, 
HR 3220 would encourage — and in some cases, mandate — businesses to engage in 
tax shelter activities to avoid payment of state corporate income and other business 
activity taxes. It would impose new limits on the ability of states to teix entities en- 
gaging in business in the state, and prevent states from taxing income where it is 
earned. It would reduce every state’s revenue base — with aggregate revenue losses 
likely reaching into the billions of dollars per year. It would unfairly shift the tax 
burden to local businesses and render most of these taxes virtually unworkable. 
Most importantly, H.R. 3220 runs directly counter to our system of federalism and 
places Congress in the position of making decisions that for over 226 years have 
been reserved to state and local elected officials. 

Let me put the proposals in HR 3220 in context. When we talk about a state’s 
jurisdiction to teix, also known as nexus, we are asking whether a company has suf- 
ficient activities in a state to allow that state to impose a teix on it. Business entities 
are legal fictions created on paper that have no physical being. These businesses are 
present in a state through representatives such as buildings, property, or inventory 
they own or persons they hire, such as employees and independent contractors, to 
do the company’s work. They are present in the state through the activities they 
undertake such as leasing, contracting, licensing, selling, and the like. So, the key 
question is: When are the activities of a company that has no single physical embod- 
iment, sufficient to bring it within the state’s taxing jurisdiction? 

Proponents of HR 3220 will tell you that the legislation establishes a straight- 
forward “bright line” standard of “physical presence” for determining nexus, thus 
providing certainty for the business community. They will also argue that the meas- 
ure will have little impact on state revenues. Nothing could be further from the 
truth. Let me briefly address some of the issues raised by HR 3220. 
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Point #1: Simple and Identifiable Standards 

H.R. 3220 purports to establish a bright line physical presence standard for the 
imposition of state and local business activity teixes. In reality, the measure contains 
a series of conditions and carve-outs from the physical presence standard that would 
enable a corporation to engage in a substantial volume of activity in a state without 
being subject to the state’s teix jurisdiction. 

H.R. 3220 provides that an entity may be subjected to tax in a state if it has per- 
sonnel or property in the state — 

• Unless the personnel or property are in the state for fewer than 21 days or 

• Unless the personnel or property are engaged solely in the solicitation of sales 
of tangible goods, intangibles or services or 

• Unless the personnel or property are engaged in various activities such as 
news gathering, making purchases, or lobbying government officials, or 

• Unless the activities of the entity are carried out by a contractor — a con- 
tractor that might be a wholly-owned subsidiary that may simply perform ac- 
tivities for two related parties. 

In other words, there is nothing simple and nothing bright about the standard in 
H.R. 3220, and it certainly goes way beyond mere physical presence before a state 
would be authorized to levy its business activity teix. As an example, a company en- 
gaged in “gathering news” could have a permanent building in a state and perma- 
nent employees in the state and not be subject to tax. Likewise, a company that 
sold multiple products into a state could use an independent contractor to perform 
all its installation, servicing, and repair services in the state and not be subject to 
tax on its income. 

In short, the so-called “bright line” standard that HR 3220 imposes is more a ruse 
than a reality — and represents a step backward in good teix policy. 

Point #2: HR 3220 Legalizes — and even promotes — increased tax sheltering. By re- 
quiring that an entity have a physical presence in a state, H.R. 3220 would legalize 
the use of “intangible holding companies” and other related-party arrangements to 
shift income among states in a manner that avoids taxation. For the past several 
years, states have aggressively fought this form of tax sheltering. Many of those ef- 
forts would be for naught if H.R. 3220 is passed. In addition, H.R. 3220 would en- 
courage and possibly require additional tax sheltering. Public companies — where 
corporate officers have a fiduciary duty to shareholders to boost their share prices 
and reduce their tax liabilities — would conceivably be required to take advantage of 
the same teix sheltering opportunities that to this point have been considered risky 
and aggressive. Thus, at the same time that Congress and the Administration are 
strongly advocating measures to curb the use of Bermuda-type tax shelters that af- 
fect the federal tax base, H.R. 3220 would encourage Congress to do an about-face 
and put its stamp of approval on legislation that would expand and legalize the use 
of tax shelters for state corporate income tax avoidance. 

Point #3: Impact on State Revenue Bases. H.R. 3220 would have a significant im- 
pact on state revenue bases. While the heldwork to estimate the impact of H.R. 
3220 is still going on, the total impact will undoubtedly reach into the billions of 
dollars per year. In fact, one state has already estimated that the impact of the bill 
would amount to about a 20 percent reduction in its corporation income tax base. 

Point #4: The Impact on Federalism. For 225 years. Congress has recognized the 
sovereign authority of states to raise revenue. This is a fundamental principle of 
federalism that is essential to the proper balance of the state/federal relationship. 
H.R. 3220 would decimate this core principle and supplant the authority and judg- 
ment of state and local elected officials with the judgment of Congress. It would 
make Congress and large corporations the arbiters of economic development deci- 
sions nationwide. Governors, state legislators, and mayors would no longer inde- 
pendently decide what business is good for the economy of their cities and states, 
what industry it wants to recruit to bring jobs to its citizens, or what type of busi- 
ness development incentives it wants to provide. Rather, enacting H.R. 3220 will es- 
tablish a system where out-of-state businesses — businesses that compete for local 
customers and benefit from the services of state and local government that support 
the economy — will be exempt from contributing to the local schools, public safety, 
or transportation infrastructure while increasing the burden on in-state companies 
and local businesses. Congress should not damage the ability of state and local gov- 
ernments to use taxes to promote competition and fairness that are both constitu- 
tional and a major part of their fiscal systems. 

For the reasons outlined in this statement, the National Governors’ Association 
strongly urges the subcommittee to reject HR 3220. Congress should not implement 
legislation that will discriminate against local merchants and businesses, force 
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states to incur severe revenue losses, and setback over 225 years of the principles 
of federalism. 

Mr. Chairman and members of the Subcommittee, thank you for the opportunity 
to speak to you today. I welcome the opportunity to answer any questions you may 
have. 

Mr. Cannon. Thank you, Mr. Clayburgh. I am certain that we 
will have questions for you. 

Mr. Turner, you are recognized for 5 minutes. 

STATEMENT OF VERNON T. TURNER, CORPORATE TAX 
DIRECTOR, SMITHFIELD FOODS, INC. 

Mr. Turner. Mr. Chairman and Members of the Subcommittee, 
thank you for inviting me to testify today. It is an honor to appear 
before you to discuss a matter of importance to Smithfield Foods 
and the business community in general. 

My name a Tracy Turner and I am the Corporate Tax Director 
of Smithfield Foods. Smithfield Foods is the world’s largest pork 
processor and hog producer headquartered in Smithfield, Virginia. 
We have worldwide sales of 9 billion and are a Fortune 200 com- 
pany. Our company has experienced remarkable growth from its 
early origins as a small pork processor. Today we are a worldwide 
company with sales in all 50 States. Our various subsidiaries have 
physical operations in 20 States. 

We incur substantial costs to meet our State tax obligations. On 
an annual basis we are required to file 860 State income tax re- 
turns, 450 sales and use tax returns, 3,150 State payroll tax re- 
turns and 215 real and personal property returns. This results in 
various State payment of almost $60 million. In spite of our efforts 
to comply with the laws of all the States, we continue to find State 
interpretations of the business activity tax to be difficult and trou- 
blesome. 

The U.S. Supreme Court and Congress have decided that States 
may not unduly burden companies that have no physical presence 
in a State with business activity taxes. In 1992, the U.S. Supreme 
Court held in Quill Corporation vs. North Dakota that the U.S. 
Constitution requires a bright line physical presence rule for the 
imposition of use tax collection responsibility. Many scholars and 
State tax experts believe that the Quill standard applies to all 
State taxes, not just use tax. 

Public Law 86-272, still good law, was enacted by the U.S. Con- 
gress to provide a similar bright line standard. It bars States from 
imposing a net income tax on companies whose only in-State activ- 
ity is the solicitation of sales of tangible personal property. Despite 
the decision of the U.S. Supreme Court and Congress, States con- 
tinue to attempt to tax companies regardless of physical presence. 
States have, for example, enacted and imposed gross receipt taxes, 
net worth taxes, and fixed dollar minimum taxes on out-of-State 
companies underthe theory that Public Law 86-272 bars imposition 
of only net income tax. States have argued, too, that Quill applies 
only to use tax. As a result businesses struggle with multi-state tax 
compliance in the face of confusing and conflicting guidance. This 
situation needs to be clarified and BATSA seeks to do that and 
nothing more. 

Interstate sales are today more the rule than the exception, not 
only for large corporations like Smithfield but small and medium 
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size enterprises as well. The current state of confusing and arbi- 
trary taxation of multi-State companies that are selling product 
across State lines only serves to chill interstate commerce. BATSA 
will eliminate confusion and the need for companies to engage in 
protracted and costly litigation as a way of ameliorating discrep- 
ancies in tax enforcement. 

BATSA does not diminish the ability of States to collect tax rev- 
enue. It rationalizes and makes more predictable the process of 
doing so. 

We recently experienced a prime example of the arbitrary and 
confusing application of State income tax laws. This example is not 
a gross exception. In fact it is just a metaphor for a larger problem. 
A collection agent with the New Jersey Department of Taxation re- 
cently stopped one of our trucks loaded with refrigerated product 
on the New Jersey Turnpike. The agent held the truck and its driv- 
er for several hours and demanded that in order to release the 
truck Smithfield had to wire $150,000 immediately to the New Jer- 
sey Department of Taxation. The agent claimed that he had the 
right to hold the truck and its contents because we had failed to 
properly file New Jersey tax returns. 

I informed the New Jersey agent that his claim was unfounded. 
I explained that Public Law 86-272 protected our subsidiary from 
New Jersey taxation since it only engaged in mere solicitation in 
New Jersey and had no physical operations in the State. The agent 
refused to accept this explanation. However, he finally agreed to re- 
lease the truck and its driver in return for $8,000. We appealed 
this aggressive and incorrect application of Public Law 86-272 to 
the New Jersey State Tax Commissioner. Ultimately, New Jersey 
accepted our contention that we have no physical presence in the 
State and are not subject to New Jersey income tax. They issued 
a refund and an apology for their roadside justice system. 

Our experience is not unique. It is shared by businesses small 
and large. Many small companies do not have the ability to make 
an immediate wire transfer of funds much less obtain recourse 
from aggressive States. We believe that BATSA will clarify the 
physical presence standard embodied in Public Law 86-272 and 
the Quill decision. This is sound public policy and we urge its pas- 
sage. 

Thank you very much. 

[The prepared statement of Mr. Turner follows:] 

Prepared Statement of Vernon T. Turner 

Thank you for inviting me to testify today. It’s an honor to appear before you to 
discuss a matter of importance to Smithfield Foods, Inc. and to the business commu- 
nity in general. My name is Tracy Turner, and I am Corporate Teix Director of 
Smithfield Foods, Inc. 


I. INTRODUCTION 

• Background on Smithfield Foods, Inc. 

Smithfield Foods, Inc. is the world’s largest pork processor and hog producer, 
headquartered in Smithfield, Virginia. We have worldwide sales of $9 billion, and 
are a “Fortune 200” company. Our company has experienced remarkable growth 
from its early origins as a small pork processor. Today, we are a worldwide com- 
pany, with sales in all fifty states. Our various subsidiaries have physical operations 
in twenty states. 

• Why Smithfield is testifying 
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We incur substantial costs to meet our state teix obligations. On an annual basis, 
we are required to file 860 state income tax returns, 450 sales and use tax returns, 
3,150 state payroll tax returns and 215 real and personal property tax returns. This 
results in various state pajmients of approximately $60 million. In spite of our ef- 
forts to comply with laws with all the states, we continue to find state interpretation 
of the business activity tax to be difficult and troublesome. 

II. THE PROBLEM — BUREAUCRATIC ARBITRARINESS 

The U.S. Supreme Court and Congress have decided that states may not unduly 
burden companies that have no physical presence in a state with “business activity 
taxes.” 

In 1992, the U.S. Supreme Court held in Quill Corporation v. North Dakota that 
the U.S. Constitution requires a bright line physical presence rule for the imposition 
of use tax collection responsibility. Many scholars and state tax experts believe that 
the Quill standard applies to all state teixes, not just use teix. 

Public Law 86-272, still good law, was enacted by the U.S. Congress to provide 
a similar bright line standard. It bars states from imposing a net income tax on 
companies whose only in-state activity is the solicitation of sales of tangible personal 
property. 

Despite the decision of the U.S. Supreme Court and Congress, states continue to 
attempt to tax companies regardless of physical presence. States have, for example, 
enacted and imposed gross receipts taxes, net worth teixes and fixed dollar minimum 
taxes on out of state companies under the theory that Public Law 86-272 bars impo- 
sition of only net income tax. States have argued too, that Quill applies only to use 
tax. As a result, businesses struggle with multi-state tax compliance in the face of 
conflicting and confusing guidance. This situation needs to be clarified, and BATSA 
seeks to do that and not more. 


III. BATSA 

Interstate sales are today more the rule than the exception, not only for large cor- 
porations like Smithfield, but small and medium sized enterprises as well. The cur- 
rent state of confusing and arbitrary teixation of multi-state companies that are sell- 
ing product across state lines only serves to chill interstate commerce. BATSA will 
eliminate confusion and the need for companies to engage in protracted and costly 
litigation as the way of ameliorating discrepancies in teix enforcement. BATSA does 
not diminish the ability of states to collect tax revenue. It rationalizes and makes 
more predictable the process of doing so. 

IV. A RECENT SMITHFIELD EXPERIENCE 

We recently experienced a prime example of the arbitrary and confusing applica- 
tion of state income tax laws. This example is not a gross exception. In fact, it is 
just a metaphor of a larger problem. A collection agent with the New Jersey Depart- 
ment of Taxation recently stopped one of our trucks, loaded with refrigerated prod- 
uct, on the New Jersey turnpike. The agent held the truck and its driver for several 
hours, and demanded that, in order to release the truck, Smithfield had to wire 
$150,000 immediately to the New Jersey Department of Taxation. The agent 
claimed that he had the right to hold the truck and its contents because we had 
failed to properly file New Jersey tax returns. 

I informed the New Jersey agent that his claim was unfounded. I explained that 
Public Law 86-272 protected our subsidiary from New Jersey income taxation since 
it only engaged in mere solicitation in New Jersey and had no physical operations 
in the State. The agent refused to accept this explanation. However, he finally 
agreed to release the truck and its driver in return for $8,000. 

We appealed this aggressive and incorrect application of Public Law 86-272 to the 
New Jersey State tax commissioner. Ultimately, New Jersey accepted our contention 
that we have no physical presence in the State and are not subject to New Jersey 
income tax. They issued a refund and an apology for their roadside justice system. 

Our experience is not unique; it is shared by many businesses, large and small. 
Many small companies do not have the ability to make an immediate wire transfer 
of funds much less obtain ultimate recourse from aggressive states. We believe that 
BATSA will clarify the physical presence standard embodied in Public Law 86-272 
and the Quill decision. This is sound public policy and we urge its passage. 

Mr. Cannon. Thank you, Mr. Turner. Commissioner, I know you 
are here representing the National Governors’ Association hut you 
are also the Treasurer of the MTC. Would you mind if I asked a 
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couple questions about the MTC and you may or may not speak on 
behalf of them but perhaps could you give us some guidance on 
their thinking. 

Mr. Clayburgh. I certainly will. 

Mr. Cannon. I was surprised by the directness of Mr. Rosen’s 
statement that the MTC citing the FTB, Franchise Tax Board of 
California, I think the term “false” was used directly. 

I have been handed actually a copy of a press release that appar- 
ently came from the MTC. The Multistate Tax Commission warned 
today that H.R. 3220 would legalize the controversial tax shelter 
schemes. The bill would allow income shifting gains made noto- 
rious by a handful of companies in order to avoid paying tax to 
State governments which are still shaky in the wake of a recent 
economic recession. 

That is a pretty intensely political statement by an organization 
that would be thought to be more analytical, and I would like you 
to comment on that if you will, but at the same time, as I men- 
tioned earlier, we have a series of issues here that relate how 
States can tax. We have the Internet Tax Freedom Act, we have 
the Streamlined Sales Tax Proposal, which I believe Mr. Delahunt 
is going to talk about. These are not partisan issues. These are, 
however, thoughtful about taxing ourselves. 

As you know, the Multistate Tax Commission came out with a 
study that is a little bit outrageous, but even if you say it is not 
intended to be so political, it suggested that the States would lose 
somewhere between $4 and $9 billion a year, couched in today’s 
terms, as opposed to the time frame it would take for the Internet 
Tax Freedom Act to have some effect, and that had a fairly pro- 
found effect on the legislative process, especially on the other side 
of the building. 

I would actually like to deal with the issue of how political the 
MTC is and why, as opposed to dealing with them here, because 
we have had a very pleasant discussion, rationally, and your pres- 
entation was veiy compelling, but what are State tax commis- 
sioners thinking in the long term? 

In other words, I just have to say as an aside that the Tax Com- 
missioner of Utah is a guy named Bruce Johnson, whom you may 
know. Bruce has been a friend of mine for a very long time, but 
I just absolutely hate Bruce. 

For the record, this is a joke, although this is not really a joke. 
The reason is my wife dated him, so he is the perfect human being 
to whom I am always compared and has been for the last 28 years. 
But we recently had a very intense conversation on this subject. 
Why is the State of Utah not looking beyond the issue of the ITFA 
and they are relatively significant taxes they have there, when you 
have, I am not sure what the number is, but Business Week 3 or 
4 weeks ago said that the SSTP said lost revenues on the Inter- 
net — I am not sure if that means catalogs and other things — are 
$35 billion. Why are we tripping over $35 billion over what even 
in an exaggerated sense is $4 to $9 billion based upon taxing the 
Internet? 

I am going to give you some time to answer that, but let me add 
that it seems to me in a rational system you would want the goose 
that produces the golden eggs to be well fed and comfortable. 
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maybe a little bit of exercise, but you do not want to interfere with 
the golden eggs. And information is the context for virtually every- 
thing that we are doing in America and in the world to create an 
economically vibrant system. So why on Earth would we want a 
balkanized system of State taxes on our information process? And 
is anybody at the MTC thinking rationally and long term about 
this? 

I am sorry. The rational does go back to the politicized statement 
here. But are we thinking about that and is there some way to 
move the MTC to a position of saying, look, the SSTP is important, 
the BAT is really important, and the ITFA is not very important? 

Mr. Clayburgh. Thank you, Mr. Chairman. I will start to an- 
swer the question. If I am not getting all your points, please stop 
and clarify for me and I will try to address those. 

First of all, I am here on behalf of the National Governors’ Asso- 
ciation. I am the Treasurer of the Multistate Tax Commission, as 
you have stated. I am also on the Board of Trustees of the Federa- 
tion of Tax Administrators. Very briefly, I want to give a back- 
ground of myself. I am a Republican. I am elected in the State of 
North Dakota. I am formerly involved in a business. 

Mr. Cannon. That makes you dramatically different from Bruce, 
who actually gets appointed. We love your State’s approach. 

Mr. Clayburgh. But I have to disagree in some respects. The 
goal of the Multistate Tax Commission and the reason that a num- 
ber of States participate in it, and one of the issues that I enumer- 
ated in my opening remarks, is something I believe so strongly in 
and that is fairness and consistency within tax administration. 

The Multistate Tax Commission’s real role is trying to deal with 
uniformity, consistency and certainty amongst taxes for businesses 
that are doing business in multiple states. The Commission does 
just an outstanding job there. I do not have any disagreement on 
how the Multistate Tax Commission deals with that. 

The issue and the discussion in the release has to deal with one 
of the aspects and the concerns that have been enumerated pub- 
licly across this country, “what will occur with the issue of tax 
planning?” 

Now you and I both know that 99.99 percent of all corporations 
are outstanding members of our communities, are outstanding 
members of this country. They provide jobs. They provide oppor- 
tunity. They provide economic growth. They are good for our soci- 
ety. They are good for our State, but they still have an issue that 
impacts those, and that is that legal side or that tax planning that 
may occur with an area that we do not have tax law that is specific 
yet in States, and they are challenging to try to determine what 
is the law in a State. 

Mr. Clayburgh. For example, in the K-Mart case in New Mexico 
or Jeffries in North Carolina, that issue of the Multistate Tax Com- 
mission is an issue of trying to provide uniformity and consistency. 

I have to tell you, from the standpoint of business activity taxes, 
in my role as tax commissioner in North Dakota, we work with the 
business community in our State, both in State and those from a 
multi-State jurisdiction that do work within our State. Most re- 
cently, we sat down with tax preparers and members of our audit 
staff to go over an issue that we had some disagreement with and 
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gave the tax preparer an opportunity to hear what was the issue 
the tax department was looking at. And it gave the tax department 
an opportunity to understand where the taxpayer was coming from. 

By the time the day was done, it was about a 2 -hour meeting, 
we had the issue resolved. And it is not an issue anymore. I have 
heen tax commissioner for 8 years in North Dakota and have heen 
on the board of the FTA and have been on the board of the MTC. 
I have talked with our Governor, and I have a great relationship, 
as a former legislator, with our legislative leaders in North Dakota. 
We are not aware of, and people have not been bringing to us sig- 
nificant problems, with business activity taxes. 

I am proud of North Dakota and what we have done in the tax 
department. We have been able to reduce the size of our agency. 
And we have been able to focus on customer service and make sure 
people are treated fairly, efficiently and effectively. We have turned 
nearly $4.5 million back in unspent revenue authority. 

I am just giving you a background of where I am coming from. 
The purpose of all of this is, we have a problem with business ac- 
tivity taxes. I think it is important for the business community to 
sit down with the governors and say, “Here are our issues.” States 
are willing and able to sit down and listen. We have shown it, both 
with streamlining and shown it with the sourcing rules with wire- 
less. If we are presented the problem, we can sit down and work 
the issues out in a way that is fair and reasonable to all taxpayers, 
to all businesses and to the States. 

But really, we haven’t been given that opportunity here. This has 
been an issue that really has surfaced here in Congress but is not 
surfacing, for the most part. Now there are specific issues that will 
pop up occasionally, and yes, there are egregious issues that will 
come out from a State. All I am trying to say is, let us sit down 
and let the States sit down with the business community to try to 
resolve this before we take a one-size-fits-all piece of Federal legis- 
lation and put it in all States, because what is good for South Caro- 
lina may not be good for North Carolina, and what is good for Utah 
may not be good for North Dakota. 

Mr. Cannon. I think an elected tax commissioner would be won- 
derful for Utah. And I am going to suggest that to my State legisla- 
tors. 

I did not mean this to be a personal attack, and I hope you will 
do me a favor in your next meeting with your Multistate Tax 
board, I hope they will take a look, first of all, the politicization 
that happened on this bill and the politicization that happened on 
the Internet tax as it went over to the Senate and consider, long- 
term, where you want to go with this, because I think there were 
serious concerns with that Internet Tax Freedom Act Report that 
went to the credibility of the MTC, and that, I think, is unfortu- 
nate. 

I hope you will go back and consider with those folks where 
States ought to be going and what they ought to be thinking, be- 
cause I would like to see the Internet Tax Freedom Act pass the 
way we passed it here. 

With that, let me yield 5 minutes to the gentleman from North 
Carolina, Mr. Watt. 

Mr. Watt. Thank you, Mr. Chairman. 
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I am trying to get a handle on this, so let me ask a couple of 
basic questions. 

Mr. Rosen — any one of you could answer these questions but 
since you testified first — I assume there are States that have no in- 
come taxes, is that correct? 

Mr. Rosen. There are a few. 

Mr. Watt. What are those States? 

Mr. Rosen. States that have taxes instead of income taxes, a 
number of States, depending on the industry. Some impose gross 
receipts tax. Others have alternate bases based on capital. And the 
State of Nevada has no corporate level tax at all. That is the only 
State with no corporate level tax at all. 

But there are variations on income taxes. And that is the concern 
on one of the changes what is being done to 86-272. The State of 
New Jersey passed a law that says, if you are a corporation and 
you are protected by what Congress has passed, you’ve got to pay 
another tax. And only those companies have to pay a tax based on 
gross receipts. Otherwise, what it is trying to do is trying to beat 
what Congress has tried to enforce. 

Mr. Watt. The question I am trying to get to is, is it theoreti- 
cally possible that, with a physical presence test, you could con- 
ceive that a number of businesses would flock to a State that has 
no income tax if that is the sole criteria? What is the likelihood of 
that? 

Mr. Rosen. I would think it is almost nil for the following rea- 
sons. As we all recognize, the physical presence test has been the 
practical, if not the legal, standard that has been in effect in this 
country forever. 

Mr. Watt. You keep saying that, but we are here because, appar- 
ently, that is not working. 

Mr. Rosen. The States are trying to change it because they are 
trying to tax outside their borders. And so it has been that way. 
So if it were true, every corporation in this country would be lo- 
cated in Nevada. 

But that is not true, because actual businesses and operations 
cannot be dependent totally on tax policy. For example, a number 
of businesses have to have warehouses and factories where people 
are located whether they be employees or markets. So that is 
shown not to be true. We have an example where Nevada has not 
attracted all the businesses in the country. 

Mr. Watt. Okay. Is that possibility increased by the level of tech- 
nology that we have today as compared to what we had 20 years 
ago? 

Mr. Rosen. It might be, and that seems to be part of what sov- 
ereignty is all about, that States will have tax competition. And if 
a State wants to attract a certain type of business, it can do that. 

And the fact that you have an electronic business located in 
State A with customers in State B, we don’t understand — those of 
us who support BATS A — why State B, where merely customers re- 
side, should get any tax revenue because they are not providing — 
that State is not providing benefits and protections to the labor and 
capital that company A is putting in to making the profit. 

And generally, jurisdictions that do give protection and benefits, 
the economic inputs that generate income are those that should be 
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able to collect the tax just as the United States does with its for- 
eign treaty partners. 

Mr. Watt. Let me ask Commissioner Clayburgh and ask him to 
give me the other side of the answer, if you have a different per- 
spective. 

Mr. Clayburgh. Thank you, Mr. Chairman, Mr. Watt. 

The situation occurs now that if a business — because many 
States have legislation in place — in North Dakota, we are a com- 
bined reporting State. It allows the State to be able to bring into 
the whole picture the business activity of the enterprise that earns 
income attributable to the State of North Dakota. It is deter- 
mined — what goes into the formula to determine what fairly should 
be taxed and paid to the State of North Dakota. 

Mr. Watt. And what kinds of things are you taking into account 
other than physical presence? 

Mr. Clayburgh. In the case I am referring to, if we have an enti- 
ty or a subsidiary that provides services and helps to address an 
activity of a company that is doing business in North Dakota, that 
can be pulled into the process. And so if you have a situation where 
income may be shifted into a non-income-tax State for the purpose 
of trying to create nowhere income, we have the ability through 
combined reporting to bring that back. 

The issue we have, though, is with H.R. 3220. It doesn’t matter 
if you have those rules. We will lose that aspect within the numer- 
ator, and we will see a reduction in an existing tax base. 

Mr. Watt. I am a little confused about what things other than 
physical presence would trigger your belief that your State should 
have the right to tax. 

Mr. Clayburgh. Again, Mr. Watt and Mr. Chairman, the focus 
is not physical presence, because that is not the standard for busi- 
ness activity tax. It looks at a number of things. And as I brought 
out in my opening statement, a corporation is a 

Mr. Watt. I am trying to figure out what those things are. Are 
they enumerated in your testimony? 

Mr. Clayburgh. Mr. Watt, I can follow up. I am not certain if 
I am following your question specifically. We look at 

Mr. Watt. You say, you look at a number of things other than 
physical presence. 

Mr. Clayburgh. We are looking 

Mr. Watt. I am trying to figure out what those number of things 
are that you look at other than physical presence. 

Mr. Clayburgh. We will look at economic presence activities; 
items that occur through the corporate structuring in which the 
corporation has some type of economic presence in our State in 
which they are gaining benefit of the laws of the State of North Da- 
kota. 

Mr. Watt. Give me an example. 

Mr. Clayburgh. For example, you may have a company that is 
totally housed outside the State of North Dakota that has no phys- 
ical presence. But they provide support, and they come in and will 
be providing activities into the State in which they hope the State 
of North Dakota has a good road system, that we have a good po- 
lice system, a police force in place, that we have a court system in 
place to be able to enforce their contracts under our commerce ac- 
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tivities. They are also assuming — and this is probably one of the 
things that is lost in all of this. 

That we have an education system in North Dakota that not only 
ensures a well-educated workforce but also a well-educated popu- 
lation. And with higher education and expanded education, people 
do better in jobs and get more income. And that brings more rev- 
enue and more dollars into the stream of commerce in this country, 
allowing them to purchase more. So that benefits companies across 
this country. And to say otherwise is ridiculous. 

Mr. Watt. I hear what you are saying. I am just trying to figure 
out what the articulable standard would be. I understand that if 
there is a brick and mortar, there is a physical presence. If there 
are employees, I presume that is a physical presence. How would 
you articulate the standard that you are using? 

Mr. Clayburgh. What I have tried to do today and what I am 
trying to do is keep all of my discussions more at the policy level. 

Mr. Watt. I am beyond my time anyway. 

Mr. Clayburgh. If I could, I will follow up with a written state- 
ment. 

[The information referred to follows in the Appendix] 

Mr. Cannon. The chair would appreciate that, and do it within 
the next 5 days. That will work for our time frame. 

Mr. Watt. I have no further questions. 

Mr. Cannon. Consistent with our earlier unanimous consent or 
agreement, Mr. Goodlatte, would you like to ask questions? 

Mr. Goodlatte. Mr. Chairman, I thank you for the opportunity. 

I first would like to ask unanimous consent for inclusion in the 
record a very long list of examples of actual and potential aggres- 
sive State actions and positions against out-of-State companies that 
are very much along the lines of that described by the representa- 
tive of Smithfield 

Mr. Cannon. Without objection, so ordered. 

[The information referred to follows in the Appendix] 

Mr. Goodlatte. That makes this clear. This is not an isolated 
or rare occasion. 

And in response to the testimony of the commissioner from North 
Dakota, I have to tell you, when you say this would encourage and 
expand tax planning, I think just the opposite. And I am going to 
ask the other Members of the panel to respond. I think just the op- 
posite will occur. 

The current morass of laws and the competition and aggressive- 
ness between the States to reach further and further into some of 
the most obscure reasons why they think contact with a State — we 
have had States discuss the fact that your logo appears in the 
State should be sufficient to require business activity. So that 
would be every business in every State. The fact that you drive as 
few as 6 trucks through a State, not stopping, just driving through 
the State would be sufficient contact. The fact that you have a 
server that serves your Web site located in the State would be suf- 
ficient contact. The fact that you send a business delegation to par- 
ticipate in a conference and have a booth, not even conduct any 
sales transactions, just be present at a convention for 1 weekend, 
should be sufficient contact in the State. 
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This causes businesses to have to expend enormous resources in 
terms of tax planning and enormous further resources to dance on 
the head of a pin to comply with these multitude of different 
morasses. And finally, I think it is a very strong argument that 
States waste enormous amounts of resources trying to pick up very 
small amounts of additional revenue by these de minimus contacts 
that businesses have with States. I would like to ask Mr. Rosen 
and others if they would like to respond to the contention that this 
would encourage and expand tax planning. 

Mr. Rosen. I think it might be important to start with the un- 
derstanding of the motive here of those who are supporting 
BATSA. And the motive is not to reduce taxes. It is to maintain 
the status quo. The concept of economic nexus is something new 
that the revenue departments are trying to assert. 

Congressman Delahunt asked the question about court cases. 
There have been a number of court cases and State court cases, 
and in every single one of them, the court has established that 
physical presence is a requirement for direct tax outside the tax 
shelter area. In normal business operations, every court, there 
have been five or six decisions, unanimous, held that there must 
be physical presence. We are trying to maintain the status quo. 

As far as tax planning goes, as we said earlier, every State has 
mechanisms at their disposal to fight any structures or trans- 
actions they believe inappropriate. They have the common law ar- 
guments, such as business purpose, economic substance. Mr. 
Clayburgh’s own State has combined reporting and throwback. And 
when you do that, there is really no opportunity for tax planning. 
Those who do that for a living are going to be in big trouble. 

What this bill would do is have uniformity around the country. 
Mr. Clayburgh talked about one-size-fits-all; that is not a good 
idea. You have to have uniformity, and we think doing things dif- 
ferently State-by-State is dangerous. 

Mr. Goodlatte. I want to get Mr. Van Fossen, as a State legis- 
lator, to respond to the assertion that this bill runs counter to the 
system of federalism. 

Again, in my opinion, that — when you talk about the inter-rela- 
tionship of States, we are not just talking about what one State can 
do, we are talking about what impact that one State might have 
on all the other States. So if you might comment on that Mr. Van 
Fossen? 

Mr. Van Fossen. Thank you. Congressman. 

That is the tack I take. I reject economic nexus. I am looking at 
it from an Iowa business standpoint. And the fact that Representa- 
tive Watt asked the genesis of the 1959 law, which was an Iowa 
company — it was Northwest Portland Cement, which was doing 
business in Minnesota. And Minnesota tried to tax that company 
and that led to Congress passing Public Law 86-272. I am looking 
at it from the standpoint of Iowa businesses doing business in an- 
other State and those businesses being taxed at a higher rate, in 
this instance, in Minnesota. 

So I think that, as you mentioned, that this does set up uni- 
formity across the countiy, across the States, that allows busi- 
nesses — not only large businesses but small businesses — to interact 
with uniformity. 
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Mr. Goodlatte. Let me interrupt, as a guest of the Sub- 
committee, and my time has expired as well, I just want to make 
a couple of very quick points. 

In response to the very clear list that the gentleman from North 
Dakota has given us, favors big over small, I don’t think anything 
could be further from the truth. EBay alone has 450,000 businesses 
where people make their primary income on the Internet on eBay. 
Millions of other people obviously sell things. Many of those are 
corporations that could be entangled in this. Many, many small 
businesses sell in a multitude of places. They have a place where 
they are based and located. They can be taxed there very cleanly, 
very plainly and very simply. And when they have to comply — and 
this is not the sales tax issue, I want to make it clear. 

This bill exempts sales tax from the consideration of this bill. 
You are talking about all other kinds of activities that States try 
to claim a contact with, these small businesses. I think it has ex- 
actly the opposite. Big business has more resources to handle this 
morass that they currently confront than small businesses do. 

And finally, not clear and not simple, my goodness, I think you 
might have some problems with some clarity. We are willing to talk 
to anybody who wants to clarify any point in this bill. But com- 
pared to the current situation that any business faces, you can’t 
make the argument that this is not clear and not simple compared 
to where we are going right now and where we are heading if we 
do not do something like this legislation. 

And step back in time? Tax policy, no. This is current tax policy 
and having a clear definition based upon physical presence — and 
we can debate what the parameters of that are — I think is the 
soundness that every State needs when their sovereignty is being 
tested by the nature of the Internet more than anything else in his- 
tory because of the ease with which things go across State lines. 
Having that bright-line test based upon physical presence, I think, 
is a necessary part of States being able to continue to argue that 
they have a reason for existence when the Internet is becoming as 
prevalent as it is. 

Mr. Cannon. I thank the gentleman. 

Let me just point out, I felt that Mr. Turner’s testimony went to 
the point you were just making about the complexity that his com- 
pany faces is remarkable. And it creates difficulty for any business. 
But the State police authority to stop a truck because of some dis- 
agreement on something of thousands and thousands of returns is 
actually quite scary. 

Mr. Delahunt, would you like to take 5 minutes? 

The gentleman is recognized. 

Mr. Delahunt. You know, I think we have heard these argu- 
ments in different times with different proposals. You know — and 
I agree with my colleague from Virginia and many who serve on 
this Committee, we are at a different time. 

What we see, of course, is a growing percentage of commercial 
activity in this country being dealt with in terms of e-commerce. I 
mean, the numbers are staggering. That is the reality. 

And yet we hear this old test of physical presence and a bright 
line being utilized. There seems to be a certain incongruity there. 
I mean, I was just reflecting for a moment on — I think it is 
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Citibank, the credit card. They are incorporated in South Dakota 
because there are no limits in terms of interest rates. There are no 
caps. Yet in Massachusetts, I dare say that the economic gain and 
benefit for Citibank credit card profits or revenue sources, it far ex- 
ceeds what the activity is out in South Dakota. I mean. South Da- 
kota just simply has, you know, a small population. 

So maybe we have to think about new definitions, other than 
physical presence. But I think we ought to get really realistic here, 
and I know that these issues aren’t going to go away. But I said 
earlier that I support the permanent moratorium of the so-called 
Internet Freedom Act. 

I also think it is absolutely essential that we do something about 
the collection of sales-use tax. Now there are some people on this 
Committee that are opposed to that. But I can tell you something, 
I don’t see this bill going anywhere. Maybe it goes through the 
House, but it isn’t going to go through the Senate. You can count 
on that. 

We have already known what has happened to the moratorium 
legislation. It has been held up in the Senate by Republican sen- 
ators, by the way, some of whom formerly served as governors. 

So I think that Commissioner Clayburgh, maybe it is time as you 
suggest, for the business community, for States and for the small 
business community, you know, to sit down and talk these issues 
out, because nothing is going to happen, I can tell you now, until 
there is some sort of resolution. We can sit here and talk about, 
you know, whether our understanding of the concept of fed- 
eralism — and it makes for a great, interesting academic conversa- 
tion, but that is the extent of it. 

Mr. Cannon. Would the gentleman yield? 

Mr. Delahunt. Sure. 

Mr. Cannon. This is an odd combination of State versus Federal, 
State against State and Democrat and Republican because it is not 
versus so much here. 

The gentleman from Massachusetts and I agree entirely on the 
fact that we have an irrational system, and it is a system that has 
come to a total stop. In other words, no Internet Tax Freedom Act, 
no SSTP. And we are going nowhere with the business activity tax. 

So somewhere along the line, people who have a problem, that 
is the States — I mean this is — the States do have a problem. And 
I might point out that the Multistate Tax Commission is an inter- 
state compact in the subject of the jurisdiction of this Committee. 
But we are going nowhere, and that is not good for anybody. 

We are going to have a lot of different views on each of those 
subjects. But the reason I think that the gentleman from Massa- 
chusetts is talking about the ITFA is because we have a combina- 
tion of things where people are just saying, “We are going to hold 
out” and as long as that happens, the American people are going 
to say, “Wait a minute, if the House bill passes, my phone bill is 
going to fall by half,” because half of most peoples’ phone bill is 
currently taxed, half to a third. 

So I don’t think the American people are going to stand around 
for this very long. And you need to be thinking of what we can do 
to create a rational system that rationally taxes, that doesn’t dis- 
tort business decisions and certainly doesn’t impede the foundation 
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for the next phase of our economic development, which is the Inter- 
net. 

And I apologize, and I won’t watch the red on the clock until the 
gentleman is finished. 

Mr. Watt. Would the gentleman yield for my tirade? 

Mr. Delahunt. Of course. 

Mr. Watt. I am not going to do a tirade, but that is one reason 
I was suggesting that, if the physical presence standard is not the 
standard, then we need some articulable standard if this is going 
to get off the dime. And I don’t know what that standard is. 

I confess. I didn’t understand it from Mr. Clayburgh. I under- 
stood that States have an interest in collecting taxes and that there 
are things other than physical presence that triggers that interest. 
But I am having a little trouble articulating what that standard 
would be. 

And if we are going to clarify this at the Federal level by writing 
a piece of legislation, seems to me that it is not just what we are 
against passing all the time, given the log jam we are in, but some- 
body needs to be thinking about what the articulable standard is 
and should be to get off this dead log situation. I yield back. 

Mr. Delahunt. I think, in addition to the States and clearly 
we — I think everyone on this panel respects the sovereignty of the 
States and the need for them to be able to make decisions. 

At the same time, I think there is a certain reality out there in 
terms of the business community. There will be winners and losers, 
not — you know, the world hasn’t simply come down to eBay. We 
are not just at that stage, in terms of our commerce, where it is 
all electronic. And I think we make a mistake in terms of the social 
implications if we ignore the fact that there is a reality of brick- 
and-mortar stores, particularly the small business within a commu- 
nity, because I can trust you can take this to the bank, Mr. Rosen, 
it is that small independent business store that operates, you 
know, in a small downtown that is going to sponsor the Little 
League. It is not going to be some seller on eBay, or it is not going 
to be eBay. 

So there are a whole array of values that go into this decision. 
And whether it is the Internet Tax Freedom Act or SSTP or this, 
I can tell you now, all right, you will be back here next year, the 
year after, because there are passions on all sides of the issue. 
There are some that just want to say, pedal to the metal, what we 
are going to do is we are going to simplify everything. I think that 
is one value that is a positive value in terms of simplification. 

But there are a whole mix of values that I think have to be 
looked at. And you know, maybe, Mr. Chairman, we ask represent- 
atives of the various stakeholders to come and do staff briefings 
and see whether there is a way out of this morass, because you 
have to start talking together, because my own personal assess- 
ment is that the political will here in Congress does not exist. 

You know, this bill, filed by my friend from Virginia and my 
other colleague who sits on this Committee, Mr. Boucher, you 
know, maybe it will go to the House, but it ain’t going to happen, 
with all due respect to my friend from Virginia. 

Mr. Cannon. By the way, we can only control the House. We can 
do it. But as the gentleman suggested it takes two bodies. 
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And the gentleman and I have talked on many occasions about 
this issue. It is a bipartisan concern. America needs to solve this 
problem. 

Mr. Rosen, we need to have businesses have clarity in planning. 
We appreciate the comments of all the members of the panel. 

And at this point, the hearing will be adjourned. 

[Whereupon, at 3:30 p.m., the Subcommittee was adjourned.] 
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Diane K. Taylor, Counsel 

Subcommittee on Commercial and Administrative Law 
Committee on the Judiciary 
House of Representatives 
B353 Rayburn House Office Building 
Washington, DC 20515-6216 

Re: Fo11o\v-ud Questions to 5/13/04 Hearing on H.R. 3220 

Dear Ms. Taylor: 

1 am responding to Chairman Cannon’s letter dated May 21, 2004, in which he requested 
my response to several additional questions; those questions and my responses thereto follow. 
This letter also provides a response to the questions posed by Congressman Coble that, 
accompanied Chairman Cannon’s letter. 

Questions Posed by Chairman Cannon 

1 . Is the physical presence standard outdated? Why or why not? 

No. The physical presence standard is not outdated because income - even in today’s 
economy where technology, intellectual property, and services dominate - is still generated by 
human labor and capital. While intellectual property is certainly an important generator of 
income, that occurs only when such property is put to use by human beings, cither directly (as is 
the case with listening to music) or indirectly through tangible property (as is the case with 
employing software on a computer). Although services can be provided to a customer in a 
location without the seller being physically present there, the income produced is still derived 
from the application of human labor or die productive use of physical assets (whether employing 
intellectual property or not) at some location somewhere. Even in the context of those 
businesses that focus on intellectual or oth^ intangible property, income is actually generated by 
the people or equipment developing and/or using that property. A financial institution, for 
example, generates interest income thrpu^ its finance, marketing, and other operational 
personnel using sophisticated computers and odier equipment. 

Taxes support governments so that govemm^ts can provide services for the benefit of its 
citizens. Governments provide services in die form of law enforcement, public health, 
education, and the court system - services dmt benefit human beings and physical property. 
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Human beings and physical property (whether usmg intellectual property or not) are still the 
fundamental elements of our society and thus remain the appropriate prerequisites for taxation of 
business activity. 

2. Should the concepts addressed in HR. 3220 be developed through a process similar to 

the Streamlined Sales Tax Project? Why or why not? 

No. H.R. 3220 presents a pure policy issue while the Streamlined Sales Tax Project is 
attempting to address an administrative/technical area. The SSTP is an effort to simplify and 
harmonize the very complex, detailed sales and use tax systems in over forty states to make such 
systems simpler to administer. The project, which has been in operation for many years and will 
need to continue indefinitely, grapples with issues as granular as when “food” becomes “candy” 
(when it contains no flour), whether hypodermic needles are “medical equipment,” how often a 
locality may change its tax rate, etc. On the other hand, the issue addressed by HR 3220 is 
“black and white.” That issue, i.e., when an interstate business may be subject to a state or 
locality’s business activity tax, does not attempt to address the types of tax(es) that states and 
localities may impose, the components of each such tax, allowable rates, etc. 

More to the point, there is a fundamental disagreement concerning what the nexus 
standard for business activity taxes should be in today’s economy. This is in stark contrast to the 
situation that gave rise to the SSTP. First, the overall issue of when the states could require 
interstate businesses to collect sales and use taxes has already been settled (by U.S. Supreme 
Court decisions in National Bellas Hess and Quill). Second, while the granular issues of the 
SSTP have been the subject of much controversy, the underlying goal of the simplification of the 
sales and use tax laws was shared (perhaps for different reasons) by both the business 
community and the states. 

Moreover, certain revenue department organizations (such as the Multistate Tax 
Commission) have publicly stated that they would never consider compromising on ttie issue of a 
physical presence nexus standard. A group of state tax administrators and industry 
representatives, after holding a number of meetings, also agreed that a compromise on this issue 
would never be possible. In light of such statements, it is clear that there is simply no middle 
ground or room for compromise on the business activity tax nexus issue in a cooperative fomm 
similar to the SSTP. 

Accordingly, establishing a bright-line state tax nexus standard for interstate commerce is 
an appropriate task for Congress to undertake a task that vrould simply set a national policy, 
not one requiring coordination of vastly different taxing schemes. 

3. How will H.R. 3220 reduce controversy over the appropriate nexus standard? 

H.R. 3220 provides simple and identifiable standards that will significantly minimize 
litigation by establishing clear rules for a// states, thereby freeing scarce resources for more 
productive uses both in and out of government, ft is unlikely that H.R. 3220 will end all 
controversies, and no statute can ever do that; opponents of virtually any proposed legislation 
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consistently present strained interpretations of bill lai^uage in attempts to defeat the legislation. 
However, any statute that adds clarification obviously reduces the amount of controversy and 
litigation by “narrowing” the areas of dispute. For example, in the 45 years since its enactment 
in 1959, Public Law 86-272 has generated relatively few cases, perhaps a few score throughout 
the country. On the other hand, areas outside its coverage have ^en litigated extensively and at 
great expense. Recent litigation has focused on what the iqjpropriate nexus standard for business 
activity taxes actually is; there is no indication that this issue \\ill be settled absent Congressional 
action. 

4. Please respond to the arguments made by the National League of Cities and the 

Multistate Tax Commission that H.R. 3220 will result in state-tax-revenue loss. In your 

opinion, are these claims accwate and responsible? 

There simply is no basis for any contention that H.R. 3220 could lead to any significant 
loss of stale tax revenues. These arguments appear to be a scare tactic as opposed to arguments 
with merit. H.R. 3220 does not depart to any significant degree from what is now being done in 
the states. H.R. 3220 would have no effect on taxes derived from businesses that maintain a 
facility in the jurisdiction for more than 21 days during the taxable year, Clearly, state and local 
governments derive most - if not virtually all - of their business activity tax revenue from such 
businesses. The amount of revenue received by taxing jurisdictions from those businesses that 
maintain no office, store, warehouse, or other facility - or even inventory - with no physical : 

presence) in the j urisdiction at all must truly be minimal. 

The National League of Cities has stated that H.R. 3220 would lead to state and loc^ 
governments losing a “substantial portion of the more than $60 billion in annual business 
activities.” Such a claim is meaningless in the absence of reliable data and analysis of the 
revenues that are currently being received by state and local governments and that would be 
placed at risk by H.R. 3220. Projections of revenue loss have also been imdermined by recent 
statements of revenue impact made by certain state revenue departments and their representatives 
that have proven to be highly unreliable because the “estimates” focus on potential effects from 
hypothetical restructurings by businesses, are based on hypothetical changes in state law, or cite 
to potential impacts on apportionment mles (which is an issue of how much to tax, not whether 
to tax).* Such considerations do not make for a reliable or accurate revenue estimate; proper 
revenue estimates are based on projected changes to revenues currently collected.^ 


‘ See, e.g., the debunking of the report of the California Fiaadtise Tax Board concerning H.R. 3220. Response to 
California Franchise Tax Board Analysis of H.R. 3220: The Federal Business Activity Tax Bill (provided by the 
Coalition for Fair and Rational Taxation^ 32 Stale Notra 9, at 697 (Kfay 3 1, 2004); See also Arthur R. Rosen 
and Karen S. Dean, Is the SfyKeally Falling?, 31 State Tax Notes 381 (Jan. 28, 2004). 

^ Moreover, revenue estimates have been made based oh ftulty or baseless inteipretations of current law and/or H.R. 
3220. For example, the Netv York City Department of Finaice submitted an estimated revenue impact that 
appears to disregard the common approach to combined repoitii^ employed by jurisdictions throughout the country, 
including New York City, that treats taxpayer and noirtaxp^ers alike. The letter is devoid of any explanation of 
how the figure was determined, Testimony of Mar^.E. Stmk, Commissioner, New York City Deparhnent of 

Finance In Opposition to H.R. 3220, The Business Activity Tax SimpliGcation Act before the Committee on the 
Judiciary Subcommittee on Administrative and Conunercial Law QsAay 13, 2004), 
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Consider first states that impose a net income tax to which Public Law 86-272 applies. It 
is difficult for tax practitioners, corporate t^ managers, and several government officials that 
were queried to believe that these states are actually collecting any material amount of revenue 
from businesses that have no office, other fecility, or inventory in the state and have non- 
solicitation employees in the state for zero to 2Tdays during the year. This is particularly true 
considering that any income from the solicitation of services would not generally be sourced to 
the state where the solicitation takes place becau^ almost all states use a “place of performance” 
test for sourcing services. Thus, there simply cannot be many businesses paying such taxes and 
any revenue loss would be negligible. 

Consider next those states, such as Michigan, New Jersey, Texas, and Washington, that 
impose business activity taxes that are not solely based on net income and, thus, are subject to 
the protections of Public Law 86-272. These states are currently able to collect revenue from 
out-of-state businesses that do not themselves maintmn an office or other facility in the state but 
that employ individuals in the state who perform solicitation in that state. Modernizing Public 
Law 86-272 to cover non-income taxes clearly means that such states will no longer be able to 
collect this revenue. The amount of tax paid by such businesses, however, again must be 
minimal because it is highly unlikely that businesses are paying business activity tax to states in 
which they only have a fleeting presence. 

It is essential to keep in mind that H.R. 3220 is based on the principle that a business 
engaged in interstate commerce should pay its fair share of tax. H.R. 3220 does not seek to 
reduce the tax burdens borne by businesses, but merely to ensure that tax is paid to the correct 
jurisdiction. Claims of revenue loss by critics of H.R. 3220 merely masks their real reason for 
opposing the legislation, namely that state revenue departments and their representatives do not 
want any legislative constraints on or oversight of their taxing authority - even when the 
legislative constraints are squarely within Congress’ authority to regulate interstate commerce. 

5. Please respond to Commissioner Clayburgh 's remarks that H.R. 3220 encourages and 
expands “(ax planning. " What is the difference between “tax planning" and “tax 
sheltering"? 

Critics have charged that H.R. 3220 would encourage “tax planning.” Raising this 
objection is a classic “red herring” attempt to gmn emotional mileage out of a politically-charged 
topic. First, such claims do not distinguish between abusive tax sheltering and legitimate tax 
planning; there is a significant difference between the two. As Judge Learned Hand reminded us 
in Gregory v. Helvering some 70 years ago, taxpayers have a right to interpret ambiguous laws in 
a reasonable way so as to lower their taxes;^ Legitimate tax planning consists of minimizing tax 
burdens by entering into actual transactions or actual restructurings. For example, an individual 
who decides to piarchase a home instead of renting mid takes advantage of the mortgage interest 
deduction is engaging in tax planning. On the other hand, a company that establishes a “paper 


^ Gregory v. Helvering, 69 F,2d 809, 810(2dCu'. 1934), cffd, 293 U.S. 465 (1935) (‘‘anyone may so arrange his 
affairs that his taxes shall be as low as p)ossible; he is not bound to dioose that pattern which will best pay the 
Treasury; there is not even a patriotic duty to increase one^s taxes.”)- 
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subsidiary” with no employees or prope^ solely to reduce taxes would be engaging in 
inappropriate, or abusive, tax sheltering. 

In that context, H.R. 3220 neither encourages the use of abusive tax planning nor nullifies 
the ability of states to attack such shelters. Under H.R. 3220’ s physical presence standard, 
businesses are taxable in a jurisdiction if that business maintains property, including inventory, 
an office, or other facility, or non-solicitation employees. As a result, to engage in “tax 
sheltering,” a business would have to engage in a physical relocation of its actual business 
operations to avoid taxes, not just a paper restructuring, and there is no evidence that businesses 
engage in unworkable restructurings simply to avoid paying state taxes. In fact, the 
Congressional Willis Commission studied the impact of the enactment of Public Law 86-272 and 
concluded that virtually no companies had changed their business methods or structure in order 
to come within the protections of that statute."* At any rate, if any business were to relocate, it 
would be required to pay taxes to the jurisdiction to which it moved. 

Moreover, H.R. 3220 would have no effect on the ability of states to attack tax shelters 
using weapons such as combined reporting (which states comprising a large majority of the 
American economy can currently employ), LR.C. § 482-type authority to made adjustments to 
properly reflect income, statutoiy addbacks, or similar provisions, and the common law 
principles of economic substance, alter ego, and non-tax business purpose. These are powerful 
and straightforward approaches to attacking “bad behavior” that states are using successfully. If 
a taxpayer does something “tricky” to reduce taxes, it should be attacked “for being tricky” 
through the use of the myriad tools that the federal, state, and local governments now have and 
will continue to have. 

Questions Posed by Congressman Coble 

1 . If a company believes that they are being unduly harassed by a state tax jurisdiction, 

what recourse do they have under current law to seek relief 

There are few remedies for taxpayers that feel unduly harassed. While many states have 
enacted so-called ‘taxpayer bill of rights,” these provisions look impressive on the state revenue 
agency’s website but in reality do not have much “teeth” and do not provide much protection. 
Even adjudicatory processes offer little hope for taxpayers. Often, the first step in the process is 
the last opportunity for a plenary (de novo) hearing and the hearing is held eitiier by the same 
executive branch agency that took action against the business or in a sister agency. State judicial 
courts usually grant enormous deference to Ihe state e^ency. And federal courts are virtually 
unavailable to address state tax controversies (Tax Injunction Act, 28 U.S.C. § 1341). In 
addition to these “due process” concerns, businesses in some states can challenge revenue 
department assessments only after paying any disputed tax and filing a claim for a refund (i.e., 


See Special Subcomm. on State Taxation of Interstate CotnmeTce of the House Coram. on the Judiciary of the U.S. 
House of Representatives, “State Taxation of Interstate. Commerce,” H.R. Rep. No. 1480, 88th Cong., 2d Sess. 
(1964); H.R. Reps. Nos. 565 and 952, 89th Cong. (1965). 
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“pay-to-play”). In many instances, business would ra^r pay the tax than continue to incur 
expenses associated with contesting unfeir and a^ressive positions of state tax officials. 

2. In your opinion would H.R. 5220 change this process? Do you believe the bill includes 
increased protections for businesses that believe they are victims of over-aggressive state 
tax collectors? 

HR 3220 does not attempt to address the procedural, due process concerns raised above. 
In fact, doing so would incur significant opposition from states as an infringement on state 
sovereignty and the ability of state governments to establish their own administrative remedies. 
Nevertheless, by providing a “bright line” test in one area of constant contentious controversy, 
the scope of the controversy is narrowed considerably and the number of disputes will diminish 
accordingly. 


I hope these responses are helpful. As always, I stand ready to assist die Subcommittee 
and you in any way I can. 
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Responses to additional questions submitted by Jamie Van Fossen 
June 10, 2004 

Honorable Chris Cannon, M.C. 

118 Cannon House Office Bldg. 

Washington, D.C. 20515 

Dear Congressman Cannon, 

Greetings. 

Enclosed please find my responses to questions brought up after the May 13th, 
2004 hearing on Business Activity Teixes (H.R. 3220). 
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I want to thank you again for the opportunity to present my support for your 
legislation. I look forward to working with you to preserve federalism. Please 
let me know if I can be of further assistance. 

Yours truly, 

Jamie Van Fossen 
State Representative 

Chair, Iowa House Ways & Means Committee 

Public Sector Chair, ALEC Tax & Fiscal Policy Task Force 

Enclosure: Q & A response 
Cc: 

Diane Taylor 
Chris Atkins 
Mike DeConti 

Please comment on Commissioner Claybaugh’s remarks that H.R. 

3220 FAVORS BIG businesses over small businesses 

H.R. 3220 would be good for all businesses, big and small. While it would simplify 
the business activity tax obligation for all businesses, it would alleviate a more sig- 
nificant burden for smaller businesses, who cannot afford to have customers in other 
states if they have to pay corporate income taxes in all those states. Large compa- 
nies will continue to participate in interstate commerce whether H.R. 3220 is en- 
acted or not, because they have the resources to combat overaggressive actions by 
state revenue departments. We are already seeing reports of smaller businesses re- 
fusing to have customers in some states, however, because of these aggressive ac- 
tions. Small business just cannot afford the risk associated with doing business in 
some states. Thus, H.R. 3220 would create more fair competition between small and 
large businesses. 

In your opinion, will H.R. 3220 create competitive disadvantages to 
in-State businesses? 

The codification of the physical presence standard would actually level the pla 3 dng 
field between in-state and out-of-state businesses, allowing them to compete for cus- 
tomers in all the states. What would truly be bad for in-state businesses would be 
a patchwork system where some states tax based on physical presence and some 
states tax based on economic presence. Congress needs to enact H.R. 3220 because 
it would provide a uniform treatment for all multistate businesses-large or small- 
engaged in interstate commerce. 

H.R. 3220 can only be said to favor in-state businesses if you grant the premise 
that the current practices of many state revenue departments-taxing multistate 
businesses based on economic presence-are sound from a constitutional and policy 
perspective. Economic presence has never been the standard of multistate taxation 
of business income, so the premise relied on by opponents of H.R. 3220 should not 
be granted. H.R. 3220 would codify standard practice throughout United States his- 
tory. 


Would H.R. 3220 permit corporations to restructure their 

OPERATIONS TO AVOID TAX? 

The U.S. Constitution is not a tax shelter. H.R. 3220 embodies the constitutional 
obligation of Congress to ensure and promote the free flow of commerce among the 
states. A physical presence nexus requirement promotes a freer flow of interstate 
commerce than an economic nexus requirement, because most businesses have phys- 
ical presence in fewer states than they have economic nexus. H.R. 3220 thus pro- 
motes a simple and fair model for state taxation of multistate businesses. 

Does H.R. 3220 infringe upon State sovereignty? 

No. States do not have jurisdiction over interstate commerce. Congress has the 
responsibility to protect the free flow of interstate commerce. The current aggressive 
actions by certain state revenue departments are placing an undue burden on the 
free flow of commerce among the states. States cannot hide behind sovereignty to 
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defend their actions. All governmental power has limits in our American system, in- 
cluding the power of states to raise teixes. 


Responses To Additional Questions Submitted by Rick Clayburgh 
Questions from Rep. Cannon 

1. Please provide a response to the request at the hearing for the appro- 
priate alternative to the physical-presence nexus standard by which 
States could impose business activity taxes. 

Response: 

Under the U.S. Constitution and the overwhelming majority of state laws, a state 
can impose business activity teixes on companies that are “doing business” in the 
state without regard to whether that business is conducted through a physical pres- 
ence or other means. P.L. 86-272, which applies to state income teixes, is the only 
national exception to the “doing business” standard. 

The National Governors’ Association believes that to the extent there is an issue 
to be addressed it is best addressed by the states. Sovereignty over state teixing au- 
thority is a critical element through which states accomplish key tax policy goals 
including funding state programs and services, and structuring economic systems to 
promote fair competition and economic growth. Federal preemption of state teixing 
authority like that epitomized by H.R. 3220 would upset the delicate economic bal- 
ance between and among states and eventually affect national and international 
economies as well. Congress should not interfere with states’ ability to analyze and 
adjust to the new economy by examining the effect of existing statutes on business, 
the potential economic gain or loss from proposals to alter existing statutes, or their 
discretion to work with the business community to resolve existing differences. 

2. You stated in your oral testimony that HR 3220 encourages and expands 
“tax planning,” and in your written statement that the bill “legalizes and 
even promotes increased tax sheltering.” In assessing whether HR 3220 
will result in state revenue loss due to tax sheltering, how do you view 
what constitutes a “tax shelter?” Do you consider a “teix shelter” any- 
thing which reduces a teixpayer’s tax liability that is not attributable to 
changes in explicitly articulated tax policy? Isn’t legal tax planning a 
normal and legitimate business activity? 

Response: 

“Teix sheltering,” for state income tax purposes, means that an enterprise’s income 
is not being fully reported to a state in a manner that fairly represents the business 
activity actually being conducted the enterprise in that state. Tax sheltering occurs 
when an enterprise creates structures and transactions that artificially shift income 
away from the state where income was earned — as determined by where the enter- 
prise uses its property, employs people or makes sales — to some other state or a for- 
eign jurisdiction. Income teix sheltering may include understating or shifting income 
through transactions that lack economic substance or that fail to conform to applica- 
ble law. In the context of gross receipts taxes, sheltering is accomplished through 
the creation of structures and transactions that artificially shift receipts away from 
the state where the sales were made. States generally do not consider efforts by 
companies to report income or receipts in a manner that does not fairly represent 
the business activities in the state to be “normal and legitimate.” 

Tax sheltering contrasts with legitimate teix planning whereby a company changes 
the actual location or nature of its real economic activity to minimize its tax burden 
often by taking advantage of favorable tax rates or exemptions offered by jurisdic- 
tions. Changing the “real economic activity” means generally changing the location 
where an enterprise uses its property, employees or other representatives or where 
it markets its products and services to customers. No one quarrels with legitimate 
tax planning that reflects actual changes in the location of real economic activity. 

3. Please provide a response to the remarks of Mr. Rosen that States have 
ample legal tools to combat improper tax sheltering activities by busi- 
nesses. 

Response 

The “legal tools” cited at the hearing are neither universal nor sufficient to miti- 
gate the damage that H.R. 3220 would inflict on state tax systems. One of these 
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so-called “tools” is known as “combined reporting”, a filing method whereby a com- 
pany is required to calculate and apportion income among the states jointly for af- 
filiates that, in reality, comprise a single economic enterprise. Sixteen states use 
combined reporting as their general, mandatory filing method. However, this meth- 
od is typically limited only to domestic affiliates. While combined reporting can cor- 
rect tax sheltering conducted through domestic intangible holding company affili- 
ates, it cannot reach affiliates set up in off-shore tax havens. More importantly, 
combined reporting would do nothing to correct tax sheltering through the use of 
the safe harbors in H.R. 3220, which would allow companies to engage in major ac- 
tivities in a state through protected entities. H.R. 3220, by greatly expanding teix 
sheltering through safe harbor entities, would significantly reduce the effectiveness 
of combined reporting as method of requiring income to be reported to the states 
where the income was actually earned. 

States have one additional tool-royalty, interest and other expense deduction dis- 
allowance laws. Like combined reporting, these laws can be used to curb abusive 
transactions involving intangible holding companies. This tool was recently adopted 
in some states and has not been fully tested. Disallowance provisions would not 
remedy the damage caused by the H.R. 3220 physical presence safe harbors. 

4. In your testimony you stated that HR 3220 would reduce every State’s 
revenue base, with “aggregate revenue losses likely reaching into the bil- 
lions of dollars per year.” Will the NGA produce a formal study on HR 
3220? If so, what methodology will be employed for measuring whether 
the bill will result in state tax revenue losses? 

Response: 

The National Governors Association is currently working with all states to con- 
duct a comprehensive survey of the potential impact of HR 3220. We expect work 
on this survey to be completed soon. Following completion of the survey, we would 
be happy to discuss the results with Members of the Subcommittee. 

Questions from Rep. Coble 

1. Would you agree that there are cases in which state taxing jurisdictions 
have unfairly and/or aggressively sought payment of businesses activity 
taxes without basis? 

Response: 

State taxing authorities do not seek pa 3 Tnents of business taxes without any 
basis. Rather they enforce their laws within the framework of their laws and regula- 
tions and the U.S. and their state constitutions. Without question there have been 
cases involving legitimate disagreements between state tax agencies and companies 
over whether taxes are due. To our knowledge however, there is no evidence of a 
systemic problem that would warrant Congressional intervention over state taxing 
authority 

2. If so and with the understanding that you oppose HR 3220, what do you 
suggest be done to address such abuses? 

Response: 

As stated previously, the National Governors’ Association has no evidence that 
states or state taxing authorities apply taxes without any basis. State tax adminis- 
trators take pride in insuring that the tax laws of their state are properly and fairly 
applied to all businesses operating in the state. When a business or individual be- 
lieves it is not being properly treated by a tax agency, it should first bring the issue 
to the attention of the teix agency. Most often (and likely evidenced by the lack of 
current examples presented at the May 13 hearing) these types of issues are han- 
dled amicably and to the satisfaction of both the taxpayer and the state. If the dis- 
pute continues, every state provides for a form of administrative and judicial review 
to hear complaints and provide appropriate remedies. 



61 


V. Tr«cy Turnar 

Corporate Tax Director 
Smtthfielcl Foods Irtc. 

111 Commerce Street 
P.O.BOX9002 
Sml1hfield,VA23431 

(757)357-8190 tel 
(757) 357-81 96 tax 

PRIVATE 

June 8, 2004 

Ms. Diane KL Taylor, Counsel 
House Judiciary Committee 

Subcommittee on Commercial and Administrative Law 
B353 Rayburn House Office Building 
Washington, D.C. 20515 

Dear Diane; 

I write to express my great appreciation for the opportunity to address the House 
Judiciary Committee, Subcommittee for Commercial and Administrative Law hearing on 
H.R- 3220, held on Thursday, May 13, 2004. The issue of simpliJying business activity 
taxes is extremely important and vital to the American economy. All businesses require 
certainly on the subject of state taxation. Smithiield Foods, Inc. supports H.R. 3220 
because it will provide simplification and certainty regarding state taxes for multi-state 
tajqwyers. 

I am also pleased to respond to various questions from Chairm an Chris Cannon and 
Representative Howard Coble detailed in Chairman Cannon’s letter dated May 2 1 , 2004. 
My responses are provided below. 

Questions from Chairman Cannon: 

1. Please comment on Commissioner Claybur^’s remarks that HR. 3220 favors big 
businesses over small business. In your opinion, how will smaller companies feme 
if faced with continued uncertainty regarding the appropriate nexus standard for 
the imposition of business activity taxes? 

Small con^anies are afforded the saii» benefits and protections under H.R- 3220 
as that of large corporations. H.R. 3220 has no provisions that implicitly or 
e7q)licitly benefit or harm any business based on size or industry. H.R. 3220 
codifies the Constitutional p-otections currently afforded to all con^ranies. 

Many small businesses are multi-state ta^qrayers, just like Smithfield Foods. Take 
for example a one-person software con^rany operating from a home in Virginia, 
\^4uoh licenses its software to a customer in New Jersey. Similarly, Smithfield 
manufectures food fwoduct in Virginia mxl sells it to a customer in New Jersey. 
Both transactions are the resuh of physical activities in Virginia but not New 
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Jersey. However, current New Jersey law will tax both teansactions, even though 
neither one is the resuk of physical activities or presence in New Jersey. 

H.R. 3220 will establish a bright-line standard that will ^ply to both companies 
in the above example. Both small and large companies v^l benefit from the 
physical nexus stan^ds established by H.R. 3220. 

Because they often lack the in-house legal and other resources of large 
con:Q)anies, small companies are often most affected by aggressive state tax 
policies. This, in turn, is likely to have a chilling effect on the success of these 
small, often start-up, businesses that are a driving force in today’s economy. In 
ftiis way, H.R. 3220 provides very important protection for small coniq>anies that 
can be overwhelmed by demands for tax filings in hundreds of jurisdictions with 
which they have only the most minor contacts. The same protection would 
relieve larger companies of what has become an increasingly ejqjensive burden. 

2. F/ease respond to Commissioner Claybur^’s remarks that H.R. 3220 legalizes 
and promotes tax sheltering activities. 

H.R. 3220 is designed to provide clarity to an area of state taxation that is 
currently impaired by inconsiaencies, con&sion, and misinterpretations. H.R. 
3220 will render many state tax planning concepts obsolete and unnecessary. 
State tax planning will be reduced, not ejqpanded, as a result of H.R. 3220. 

3. Is physical-presence the appropriate standard for establishing nexus? Why or 
why not? 

The U.S. government currently uses the “permanent establishment” theory (al«> 
known as “P.E.”) to impose taxes in the international arena. The P.E. concept 
uses plo'sical presence as the basis for inqx>sing taxation. The U.S. has numerous 
international tax treaties that enq>loy the P.E. concept. The idea is that a 
permanent establishment consisting of employees, plants, offices and other 
physical equipment creates a taxable fMesence. With such clear rules in place, no 
taxpayer can easily question the imposition of tax when h has such items in a 
particular state. 

H.R- 3220 mirrors the physical presence requirements of many U.S. tax treaties 
and the OECD’s permanent establishment guidelines. The P.E. concept is 
grounded in existing tax policy and we believe it should be considered as the basis 
for imposing state taxation. This will also provide Federal/State tax harmony for 
the U.S.’s trading partners. 
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Questions from Representative Howard Coble: 

1. Even with enactment of H.H 3220 and the adoption of the bright-line test, is it 
your opinion that businesses and states would continue to differ over when 
business activity taxes should be assessed? 

Differences between states and businesses on the issue of when business activity 
taxes should be assessed may be aUrHnited to the &ct that each and ev^ state is 
l^geiy free to provide its own, unique interpretation of the scope and boundaries 
of these taxes. Congress enacted Public Law 86-272 shortly after the Supreme 
Cotirt’s decision in Northwestern States Portland Cement Co. v. Minnesota. 
Since Public Law 86-272 was enacted, there have been a number of court cases 
seeking to define its contours with greater precision. H.R. 3220 SCTves to clarify 
Public Law 86-272 and should thereby reduce the need for litigation. As reflected 
below, another way to reduce litigation is to provide access to federal courts. This 
would establish a nation-wide body of law, instead of leaving each state to 
interpret ^plicable federal laws in its “home court,” and discourage overly 
aggressive assessment policies by taxing aihhorities. 

2. In your opinion and experiences, is the current venue of challenging tax 
assessments through the state courts fair to out-of-state businesses? Would you 
support making federal courts available to hear state tax assessment cases? 

There have been numerous tax assessment cases litigated at the state level. 
However, it is only when a case has gone to the highest state cotut that the case 
may be ^pealed to the Federal court system, and then only to the United States 
Supreme Court where the number of decisions is necessarily limited. Quill 
Corporation v. North Dakota is just one leading example where a con^jany has 
had to proceed through the state court system to the federal court ^stem in order 
to reach a decision that takes into account both state and federal laws and 
interests. 

The Congress has previously seen the necessity of providing access to Fed^al 
courts for certain key industries which historically were subject to discriminatory 
tax treahnent by local tax authorities. The railroad, airline, and trucking 
industries are good exanples of this and the importance of granting access to the 
Federal Courts in certain state and local tax disputes. 

Smithfield Foods strongly supports granting Federal courts jurisdiction to hear 
cases arising under H.R. 3220 and otherwise challenging “nexus” under the 
Constitution and Federal law. Many jurisdictions in the United States are known 
for assessing taxes based on the barest of contacts and telling the ta^ayer to 
travel loi^ distances to prove it is not subject to the tax. Too often this tactic is 
employed by independent firms working on a contingent fee basis for Uie taxii^ 
authority, a circumstance that hardly allows for a feir review. Providii^ access to 
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Federal courts in such matters simply |wovides a level playii^ field whh respect 
to issues that are vital to a heahhy national economy. 

Assuming access is granted to Fed^al courts to hear cases contesting the 
jurisdiction under Federal law of a state or bcal government to assess a tax, 
consideration should be given to providing a streamlined and efficient process 
consistent with the importance of not letting aggressive assessment practices 
burden commerce. Especially in matters arising under H.R. 3220, which provides 
lack of physical presence as a defense to assessments, placing venue in such 
matters in the district of the taxpayer’s principal place of business would be 
appropriate. 

Scholars have e}q}lored the question of parity in federal and state courts; however, 
there is no systematic study on the issue with regard to state taxation cases. 
Whether federal and state courts hear state tax assessment cases, litigation in any 
court system presents both sides with a <»^ly way to resolve disputes over an 
issue that may be more quickly and effectively resolved through legislation, such 
as that presented by H.R. 3220. 

Smithfield Foods appreciates the o{^rtunity to discuss H.R. 3220 and the important 
national tax policy issues it addresses. Please feel free to call me at 757-357-8190 with 
any questions. 


Sincerely, 


Vernon T. Turner ^ 
Corporate Tax Director 
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Prepared Statement of Congressman Gregory W. Meeks (NY-06) 

Mr. Chairman, Ranking Member Watt, and my fellow Members of Congress: 

I thank you for allowing me the opportunity to join you today. Although I do not 
sit on this Committee, I feel strongly about the legislation at hand, and I am appre- 
ciative that you have allowed me to join in today’s discussion. I would also like to 
make note of my gratitude to Congressmen Boucher and Goodlatte who have led the 
effort in business activity teix nexus clarification for several years. 

H.R. 3220, The Business Activity Tax Simplification Act, would provide a con- 
sistent, national jurisdictional standard for the imposition of state and local busi- 
ness activity taxes on interstate commerce. As you know, the legislation addresses 
the need to clarify and modernize the nexus rules that govern the states’ ability to 
impose business activity taxes on companies that do not have a physical presence 
in the taxing jurisdiction. 
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In recent years, many of our states have found themselves in economic crunches. 
These circumstances have led some states to look outside of their borders and seek 
payment of income-based taxes from companies that are not physically present in 
their jurisdiction. This bill would clarify that physical presence is the constitutional 
standard for imposition of business activity taxes and establish a bright-line phys- 
ical presence nexus standard. Businesses would continue to pay business activity 
taxes in the jurisdictions where they receive direct benefits. This legislation would 
merely clarify the states’ existing authority to tax interstate commerce, not impose 
any new restrictions on the states’ taxing power. 

'The benefactors of this legislation are people we, as policymakers, have to answer 
to directly. It is our responsibility to identify and rectify potential barriers to new 
job creation in America. We must ensure that economic expansion creates the larg- 
est number of high-quality jobs for those we represent. Should the current level of 
uncertainty and ambiguity of state-level taxes continue, new job creation will be im- 
peded. 

I am a Congressman from the state of New York. New York has a strong tax base 
that we have worked very hard to acquire. For example, we are home to many of 
the country’s leading media companies and financial institutions. In recent years. 
New York companies have been unfairly attacked by other states in search of in- 
creased revenues. For example, some states have alleged that income-based taxes 
are due from media corporations simply because they broadcast programs into the 
state. Other states have attempted to impose income-based taxes on banks based 
only on the fact that they have issued credit cards to people in the taxing state. 
States are taking advantage of the current “grey area.” The appropriate nexus 
standard needs to be clarified, so that taxpayers and states can have certainty with 
respect to teixes due. 

In conclusion, this legislation will ensure fairness, minimize litigation, and create 
the kind of legally certain and stable business climate that encourages businesses 
to make investments, expand interstate commerce, grow the economy and create 
new jobs. 

For these reasons, I strongly support this bill and look forward to the testimony 
of today’s witnesses. 
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May 21, 2004 

The Honorable Chris CaJinon, Chairman 

The Honorable Melvin Watt, Th anki ng Member 

Subcommittee on Commercial and Administrative Law 

House Judiciary Committee 

United States House of Representatives 

Washington, DC 20515 

Dear Chairman Cannon and Ranking Member Watt: 

On behalf of more Oian 18,000 cities and towns represented by the 
National League of Cities (NLC), I am writing to express our opposition 
to H.R. 3220, the “Business Activity Tax Simplification Act.” Tf this 
legislation is enacted, states and local governments could lose a 
substantial portion of the more than $60 billion in annual business 
activity revenues, which are critical for public safety, education, 
transportation, and other public semces that benefit businesses and 
citizens. 

The primary impact of H R. 3220 will be to legalize in federal law a 
variety of corporate tax planning techniques that some companies 
attempt to use to minimize their state and local tax burden. More 
specifically, the legislation w'ould attempt to change the current 
“economic presence standard” for business activity to a substantial 
“physical presence standard,” thereby restricting state and local tax 
authority. The physical presence provisions in H.R. 3220 would also 
place local businesses, including manufacturers, at a competitive 
disadvantage by giving tax breaks to out-ot-state businesses that operate 
within a stale and./or political subdivision. 

Additionally, H.R. 3220 w'ould be w'holly inconsistent with Congress’s 
efforts to close tax loopholes and strengthen cotporate accountability 
measures by changing guidelines which determine the imposition of 
business activity taxes. According to a recent Congressional Research 
Service report, diis legislation w-ould increase opportunities for tax 
planning leading to more “nowhere income” as well as “tax avoidance 
and possibly evasion.” Certainly, state and local efforts to overcome 
sheltering techniques will be nullified by a Federal law- imposing a 
physical presence standard for business activity taxes. 
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The Honorable Chris Cannon, Chair man 
The Honorable Melvin Watt, Ranking Member 
May 12, 2004 
Page Two 

NLC urges you to oppose H.R. 3220 and preserve the ability of state and local governments to 
continue to provide essential services to local residents and businesses. Please contact Juan 
Otero at 202-626-3023 if you have any questions, and we look forward to working with you on 
this critical issue in the near future. 

Very truly yours, 



Donald J. Botut 
Executive Director 

cc: House Judiciary Committee 
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state Corporate Income Taxes: 
A Description and Anaiysis 


Summary 

Recently, state corporate income taxes have become the subject of renewed 
interest to both state and federal policymakers. The cause of this elevated interest 
may be the gradual decline in revenue generated by the tax, the expansion of 
electronic commerce, and/or federal tax policy that affects state corporate income 
taxes. Congress has had a role in state corporate income taxes for at least two 
reasons: (1) interstate commerce regulatory oversight and (2) federal and state 
corporate income tax interaction. Congress may become more involved in state 
corporate tax issues because of recent changes in interstate commerce and how states 
administer corporate taxes. 

The state corporate income tax is not a major source of revenue for states, but 
is still an important contributor to stale finances. Over the last decade, state 
corporate income taxes generated approximately 5% of state lax revenue. However, 
the revenue generated by the tax — measured as a percentage of state gross domestic 
product — has been gradually declining. Several explanations have been offered for 
this gradual decline including (1) state policy decisions to lower the tax burden on 
corporations; (2) aggressive tax planning by corporations; (3) broad economic cycles 
diminishing the base; and <4) federal corporate income tax policy. Most research has 
identified the first two factors as the primary cause for the recent decline. 

Many corporations operate in multiple tax jurisdictions which makes the state 
corporate income tax a relatively complex tax to administer. The base of the 
corporate income tax (net income or profits) must be fairly apportioned to all of the 
states where the firm has established a presence (or nexus). A mosaic of nexus 
standards has been created through multistate tax compacts, state and federal legal 
decisions, and congressional actions. At present, there is not a uniform definition of 
taxable profits or a uniform method of apportioning income. 

Legislation has been introduced in the 108* Congress that is intended to address 
some of the issues identified above. Nexus issues are addressed in what has been 
identified as “streamlining” legislation, H.R. 3184 and S. 1736. Generally, the 
streamlining legislation would allow states to compel out-of-state vendors to collect 
sales and use taxes even if the out-of-slate vendor does not have nexus in the taxing 
state. Participating states would have to simplify sales and use taxes before Congress 
would confer collection enforcement authority. Interstate commerce has complicated 
the nexus issue for sales and use lax administration and how this issue is resolved 
may have broader implications for slate corporate income taxes. 

Legislation has also been introduced that addresses nexus issues for state 
corporate income taxes directly, sometimes identified as “brightline” legislation. 
H.R. 3220 would establish moreunifonn standards — generally higher standards — 
for the level of business activity that would trigger nexus and thus corporate income 
taxability. The legislation, however, would not clarify or standardize state corporate 
income tax apportionment formulas or the definition of taxable income. This report 
will be updated as legislative events wanant. 
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State Corporate Income Taxes: 

A Description and Analysis 

Congressional interest in state corporate income taxes arises from two distinct 
issues. First, Congress has a direct role in the oversight and regulation of interstate 
economic activity. State taxation of multi-state corporations would certainly be 
included in this jurisdiction. Second, federal corporate income tax policy changes 
have a direct effect on state (and local) tax structure.' Congressional activity, or in 
some cases inactivity, in these two areas can have a pronounced effect on state 
budget decisions. After an overview of state corporate income taxes, this report 
analyzes both the interstate commerce oversight and tax interaction issues. The last 
section of the report describes and analyzes current legislation that would affect state 
corporate income taxes. 


state Corporate Income Taxes: Background 

For most observers, state corporate income taxes are the most familiar state tax 
that businesses pay. However, corporate income taxes generated less than 5 % of 
total state tax revenue in 2002. In contrast, general sales and use taxes, of which 
businesses pay a large portion, accounted for approximately 33% of state tax 
revenue.^ Even though state corporate income taxes represent a relatively small 
portion of total state tax revenue in most states, the state corporate income tax still 
generated almost $26 billion in 2002. And, in some states, the corporate income tax 
contributes a much larger share of total tax revenue. For example, from 1992 to 
2002, the corporate income tax averaged approximately 18.9% of total state tax 
revenue in New Hampshire. In contrast, the corporate income tax contributed 3.6% 
of total tax revenue in Oklahoma.^ 

As New Hampshire and Oklahoma show, the dependence on corporate income 
taxes varies considerably from stale to state; thus, federal corporate income tax policy 
does not have a uniform effect on all states. The remainder of this section describes 


' State taxation of international ftnns and individuals is also of interest to Congress. 
International tax policy, however, extends beyond the scope of this report. 

^ Data are CRS calculations based on U.S. Census of Governments data. These data is 
available at the following website: [http://www.census.gov/govs/www/statetax.htinl]. 
Robert Cline, William Fox, Tom Neubig, and Andrew Phillips, ‘Total State and Local 
Business Taxes: Fiscal Update,” State Tax Notes, October 20, 2003, estimated that 
businesses paid approximately 43% of total state and local taxes. A separate estimate of the 
portion of total sales tax revenue collected from businesses was not provided. 

^ CRS calculations based on U.S. Census of Governments data; see above for website link. 
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the mechanics behind state corporate income taxes, highlighting the differences 
among states. Understanding the nuances of state corporate income taxes is 
necessary for a complete discussion and analysis of interstate commerce issues and 
the link between federal and state tax policy. 

The Mechanics of the State Corporate Income Tax 

Generally, the state corporate income tax is levied on the accounting profits of 
a corporation.^ The portion of profit that can be attributed to a state serves as the 
base for that state’s corporate income tax. Profits are allocated to a state based on the 
amount of economic activity that occurs in that state. Following is a more detailed 
description of the state corporate income tax structure. 

Federal Starting Point. MoststatesandtheDistrictofColumbia incorporate 
the federal income tax code as currently amended (20 states) or as of a specific date 
(17 states).’ The remaining states typically use a measure of income that closely 
follows the federal definition of taxable income. Using the federal starting point 
likely eases the compliance burden for corporations, particularly those that have 
nexus in several states, Nevertheless, many states still require corporations to “add- 
back” to income exclusions that are allowed under federal corporate income tax 
rules.® 

The Uniform Division of Income for Tax Purposes Act (UDiTPA). 

The Uniform Division of Income for Tax Purposes Act (UDITPA) is a model act 
drafted and adopted by the Commissioners on Uniform State Laws and the American 
Bar Association. The Act sets standards for separating income into business income, 
which is apportioned to states, and non-business income, which is allocated entirely 
to the entity’s home state. Generally, non-business income is defined as passive 
income on corporate owned assets; income from these assets could include dividends, 
rents, and royalties. Corporations could avoid paying taxes on non-business income 
by locating in states without a corporate income lax.’ Some states, through the 
Multistate Tax Compact (MTC), have voluntarily adopted uniform rules and 
procedures for the allocation and apportionment of income — as defined under 
UDITPA — to case the compliance burden on multistate businesses.® Many of the 


* Net income is revenue less expenses, which is roughly equivalent to pre-tax accounting 
profits. 

^ These 37 states directly incorporate the federal tax code, however, all states except for 
Arkansas and Mississippi, use federal income for the starting point for purposes of 
calculating income tax liability. 

Bureau of National Affairs, “Multistate Tax Report: 2003 Survey of State Tax 
Departments,” vol. 10, no. 4, April 25,2003. This report identifies the add-backs and other 
special corporate income tax rules for each state. 

^ A “throwback” or unitary accounting rules would limi t this type of tax planning to avoid 
taxation of non-business income. 

* According to the Commerce Clearing House (CCH) publication, State Corporate Income 
Tax Guide, seven states have enacted UDITPA as written and 12 more states have adopted 

(continued..,) 
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states that have not formally adopted UDITPA standards still closely adhere to the 
UDITPA standards. 

The Apportionment Formula. Typically, three factors of economic activity 
are used in the apportionment formula to measure the economic presence of a firm 
in a state: the percentage ofpropaly, the percentage of sales, and the percentage of 
payroll. Not all states wei^ factors equally; some over-weight sales or use only 
sales to allocate income (often called single-factor sales apportionment). In theory, 
the weighting should accurately portray the economic presence of the firm. There is 
no consensus on the definition of “economic presence,” and hence there is variation 
among state apportionment formulas. 

Some analysts have suggested that a formula that double-weights sales is the 
ideal formula because it gives equal weight to input factors (property and payroll), 
and an output factor (sales).® Others have argued that the business tax should be 
levied based on the business’s use of government services provided by the firm’s 
resident state. For example, a corporate income tax that is levied according to the 
value of one input only, such as property, could be justified because the value of 
property is closely related to the level of government services provided to the 
business by the home state. However, corporations also receive benefits from an out- 
of-state customer’s well functioning legal system and public infrastructure. An 
apportionment formula that includes Just the property factor would not compensate 
the out-of-state customer’s government for the benefit to the corporation of those 
public services, 

The general form of the apportionment formula is reproduced below, The 
superscript i represents the profits (jf), sales (^), properly (p), and labor (/), a state 
attributes to the /-th firm. The superscript r represents the total value of each factor 
and profits for the firm in a given tax year. The subscript w represents the weight of 
each respective factor as defined by state law; the weights sum to one. 


y. X w, + X X w, 


® (...continued) 

UDITPA with some minor modifications. 

’ James Francis and Brian H. McGavin, “Market Versus Production States: An Economic 
Analysis of Apportionment Principles,” in State Taxation of Business: Issues and Policy 
Options, Thomas Pogue, ed. (New York: Praeger Publishers, 1992), p. 61. 
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For example, states that use an even-weight fonnula would use 0,33 for each w, 
meaning each factor contributes equally to the determination of profits attributable 
to a state. If the state were to “double-weight” sales, that means that the w, is twice 
the amoimt of each of the other two weights, hi the case of double-weight sales, 
Wy=0.50; Wp=0.25; and H>y=0.25. 


Nexus. The apportionment fonnula does not imply that a business that sells 
goods and services into a state, owes taxes to diat state. A state can levy a corporate 
income tax on a business only if the business maintains a substantial nexus in the 
state. The nexus rules governing the corporate income tax were partially 
circumscribed by Congress through P.L. 86-272, (the Act). The Act established that 
the mere solicitation of the sale of tangible goods by a firm in a state was not 
substantial nexus for corporate income tax purposes. However, for intangible goods 
and services, there is significant variation from state to state in how physical presence 
is defined. 

The Bureau of National Affairs periodically surveys state revenue departments 
about activities that could create nexus.'® The responses highlight the differential 
treatment from state-to-state of business activities deemed to create nexus. For 
example, according to the report, 24 states reported that an out-of-state corporation 
that reimbursed its in^state salespersons had established nexus whereas 19 states 
reported that activity would not. Establishing a web server in a state created nexus 
in 16 states whereas 23 states did not indicate that maintaining a web server would 
establish nexus. 

Throwback Rule. Because of the state-by-state variation in nexus rules, the 
first step for corporations before apportioning income is to determine the states where 
the firm has established nexus. The firm then allocates profits to these states based 
on each respective state’s apportionment formula. The different state apportionment 
formulas and nexus rules, however, often lead to what is termed “nowhere income.”^' 
Nowhere income arises because not all states have the same apportionment formula 
and some states do not levy a corporate income tax. For this reason, some states 
impose corporate income tax rules that stipulate that all sales to customers in states 
that do not tax the sales (through a corporate income tax) are “thrown back” to the 
home state. 

For example, a California firm that sells goods to customers in Nevada — which 
does not have a corporate income lax — would include Nevada sales in the 
numerator of the sales factor component of the California apportionment formula. 
If Nevada had a corporate income tax with a sales factor in the apportionment 
formula, California would not require the firm to include the Nevada sales in the 
California corporate income tax apportionment formula. The throwback rule is 


Bureau of National Affairs, “Multistate Tax Report; 2003 Survey of State Tax 
Departments,” vol. 10, no. 4, April 25, 2003. 

" The converse is also true. Income could also be overtaxed because of the variety of 
apportionment formulas employed by states. 
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applied in 23 states and the District of Columbia; 22 states do not impose a 
throwback rule; and five states do not impose a corporate income tax.'^ 

Sfats Apportionment Formulas. Table 1 groups states based on their 
corporate income tax apportionment formula. “Even-weight” implies that the each 
factor is weighted the same or one-third. The hybrid arrangements allow firms to 
choose the type of apportionment scheme that minimizes tax burden or instructs the 
firm to use different types of allocation based on the source of income. The most 
common apportionment formula is the double weighted sales scheme. 

Table 1. State Corporate Income Tax Apportionment Formulas 


Appoiiioament 

Scfiema 

(number of states) 


Even- weight (11) 

Alabama, Alaska, Delaware, District of Columbia, Hawaii, Kansas, 
Montana, North Dakota, Rhode Island, Utah, and Vermont. 

Even-weight hybrid (3) 

Missouri, firms choose either even weight or single factor sales; 

New Mexico, certain manufacturing firms can choose double- 
weight sales, otherwise even-weight; Okl^oma, firms meeting 
certain investment criteria can choose double-weight sales, 
otherwise even-weight. 

Double-weight sales 
(19) 

Arizona, Arkansas, California, Florida, Georgia, Idaho, Indiana, 
Kentucky, Louisiana, Maine, Massachusetts, New Hampshire, New 
Jersey, New York, North Carolina, Tennessee, Virginia, West 
Virginia, Wisconsin. 

Double-weight sales 
hybrid (3) 

Connecticut, double-weight sales for income derived from the sale 
or use of tangible personal or real property, single-factor sales for 
ocher income; Maryland, manufacturers use single-factor sales, 
otherwise double-weight sales; South Carolina, double-weight sales 
for manufacturers and dealers in tangible personal property, 
otherwise single-factor sales. 

Single-factor sales (3) 

Illinois, Iowa, and Nebraska. 

Other weight allocations 
(5) 

(in percentages, sales- payroll-property) Michigan, 90-5-5; 
Minnesota, 75-12.5-12.5; Ohio, 60-20-20; Oregon, 80-10-10; and 
Pennsylvania, 60-20-20. 

Other hybrids (2) 

Colorado, firms choose between a three-lactor even- weight and a 
two- factor (sales and property) even-weight; Mississippi, retailers, 
wholesalers, service companies, lessors use single-factor sales, 
wholesale manufacturers use even-weight three factor, retail 
manufacturers use three-fiictoT, double-weighted sales. 

No general corporate net 
income tax (5) 

Nevada, South Dakota (bank & financial corporation excise tax), 
Texas (gross receipts tax), Washington, and Wyoming. 


Source: Commerce Clearing House, Multistate Corporate Income Tax Guide. 


Commerce Clearing House, 2004 State Tax Handbook, p. 330. 
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State Corporate Income Tax Rates. Rates on corporate income taxes vary 
considerably. The state with highest rate, Iowa, taxes all taxable income in excess 
of $250,000 at 12%. Iowa is alsooneoftiiree states (Nebraska and Illinois being the 
others) that use a single-factor sales apportionment formula. The rates for each state 
are listed on the following page in Table 2 . The highest marginal rates listed in 
Table 2 do not necessarily represent the relative burden of state corporate income 
taxes in each state. The best measure of the relative corporate income tax burden for 
each state is the average ejfective marginal tax rate (AEMTR). The AEMTR would 
incorporate differences among slates in the definition of taxable income. 
Nevertheless, the marginal rates do provide some information about the relative 
burden of corporate income taxes across states. 


Table 2. State Corporate Income Tax Rates 


Snue 


Highest 

Rate 

Namberef 

Rates 

State 

Highest 

lUte. 

Namberof 
' Rales 

Alabama 

6.500% 

one 

Montana 

6.750% 

one 

Alaska 

9.400% 

multiple 

Nebraska 

7.810% 

multiple 

Arizona 

6.968% 

one 

Nevada 


n/a 

Arkansas 

6.500% 

multiple 

New Hampshire 

8.500% 

one 

California 

8.840% 

one 


9.000% 

multiple 

Colorado 

4,630% 

one 

New Mexico 


multiple 

Connecticut 


one 



one 

Delaware 


one 

North Carolina 


one 

D.C.‘ 


one 

North Dakota 

10.500% 

multiple 

Florida 

5.500% 

IHB3HI 

Ohio* 

8.500% 

multiple 

Georgia 


one 

Oklahoma 


one 

Hawaii 


multiple 

Oregon 


one 

Idaho 

7.600% 

one 



one 

Illinois'’ 


one 


9.«)0% 

one 

Indiana 

8.500% 

one 

South Carolina 

5.000% 

one 

Iowa 

12.000% 



6.000% 

multiple 

Kansas 

4.000% 

one 


6.500% 

one 

Kentucky 

8.250% 

multiple 

Texas* 


one 

Louisiana 

8.000% 


Utah 


one 

Maine 

8.930% 



9.750% 

multiple 

Maryland 

7.000% 

one 


6.tK)0% 

one 

Massachusens‘ 


one 


no tax 

n/a 

Michigan 

1.900% 

one 


9.000% 

one 

Minnesota’’ 

9.800% 

one 

Wisconsin 

7.900% 

one 

Mississippi 

5.000% 

multiple 

Wyoming 

no tax 

n/a 

Missouri 

6.250% 

one 





Source: Commerce Clearing House, 2004 State Tax Handbook. 
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‘The D.C. rate is new beginning with the 2004 tax year. 

^ S Corporations, partnerships, and trusts arc taxed at a maximum 6.3% rate. 

‘Financial institution net income is taxed at 10.5%. Corporationsalso pay a surtax on property located 
in Massachusetts and not taxed at the local level. 

Minnesota also levies a fee based on the total pa)nx)ll, proper^, and sales of the corporation. The 
fee raises the maximum tax rate and creates very slight progressivity. 

' Ohio allows firms to choose an alternative of four mills (or 0.4%) multiplied by taxable net worth. 
' South Dakota taxes only banks and financial institutions. The rates fall as net income rises from a 
high of 6.0% for the first $400 million to 0.25% for the amount over $1.2 billion. 

‘ Texas taxes “net taxable earned surplus” and adds a surtax of 0.25% on net taxable capital. 


State Corporate Income Tax Revenue: 1992 to 2002 

According to the U.S. Census Bureau, state tax revenue from state corporate 
income taxes grew from 1992 through 2000, then declined in 2001 and 2002. 
However, as a portion of gross state product (GSP is an approximate measure of state 
economic activity), corporate tax revenue has declined almost every year over the 
1992 to 2002 time frame. Table 3 reports state corporate tax revenue and GSP for 
states that impose a state corporate income tax.‘^ 

Table 3. State Corporate Income Tax Revenue 
and Gross State Product 


Year 

Total State Corporate 

Total Gross State 
Product (GSP) . 

State Corporate Taic 


(in millions) 

(in diiUlpas) 

Piereent^e of GSfP 

1992 

$21,851 

$5,559,271 

0.39% 

1993 

$24,208 

$5,821,515 

0.42% 

1994 

$25,498 

$6,194,870 

0.41% 

1995 

$29,075 

$6,531,661 

0.45% 

1996 

$29,316 

$6,881,991 

0.43% 

1997 

$30,718 

$7,315,061 

0.42% 

1998 

$31,089 

$7,784,388 

0.40% 

1999 

$30,766 

$8,222,331 

0.37% 

2000 

$32,522 

$8,780,209 

0.37% 

2001 

$31,687 

$8,986,273 

0.35% 

2002 

$25,888 




Source: CRS calculations based on U.S. Bureau of Census, Governments Division and Bureau of 
Economic Analysis. 


The governments division of the Bureau of Census collects and reports state tax 
collections by type of tax based on survey infonnatioa from the states. 
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Several causes have been suggested for the recent decline in state corporate tax 
revenues.'^ The most direct causes would be legislated changes in the tax rate, the 
tax base, or the compliance rules. The decline in revenue could be the result of state 
governments, in the aggregate, attempting to lower the tax burden on corporations. 
The December 2003 Fiscal Survey of States reported that states, in the aggregate, 
enacted net tax cuts every year from FY1995 through FY2001 Even though these 
tax cuts were not separated into types of tax by the Fiscal Siuvey, it seems likely that 
state corporate income taxes were included in the tax cuts. Recent research has 
reached a similar conclusion, noting that “....[S]tate tax bases have deteriorated 
further than the federal base because of a combination of explicit state actions 
[emphasis added] and tax avoidance/evasion by businesses.”'^ 

A second explanation, alluded to above, is that corporations are more effectively 
avoiding, or even evading taxes throu^ aggressive tax planning.'’ The Multistate 
Tax Commission (MTC) concluded in a recent study that “...various corporations are 
increasingly taking advantage of structural weakness and loopholes in the state 
corporate tax systems.”** Again, the MTC study cannot definitively separate the 
revenue declines arising from policy changes and avoidance/evasion, but still 
concludes that tax avoidance and evasion is partly responsible for the decline in state 
corporate tax revenues. 

A third explanation is that cyclical economic changes have led to the decline in 
state corporate tax revenues. Note that cyclical economic effects are unrelated to the 
behavior of policymakers or corporations. The effect of economic cycles on revenue 
is difficult to identify because the legislated changes and the corporate behavior 
described above likely exacerbated (or attenuated) the cyclical economic changes. 
Recent research into the causes of state budget deficits, suggested that .the current 
[cumulative state] deficit is largely structural. The implication of this finding is 
that policy (structural) changes like tax cuts and discretionary spending increases 
generated state budget deficits in FY2002 and FY2003, not the machinations of the 
economic cycle. 

Finally, changes to the federal corporate income tax code, which have reduced 
the base of most state corporate income tax systems, could explain part of the decline 
in state corporate income tax revenue. The next section discusses the interaction 
between federal and state corporate income taxes in more detail. 


“ William F. Fox and LeAnn Luna, “State Corporate Tax Revenue Trends: Causes and 
Possible Solutions,” iVan'ono/ Tax Journal, voLLW, no. 3, Sept. 2002, pp. 491-508. 

National Association of State Budget Officers, December 2003 Fiscal Survey of States. 
Fox and Luna, 2002, p. 498. 

'’Tax avoidance is a legal means of reducing tax liability, such as buying tax-exempt bonds. 
In contrast, tax evasion is illegal, such as not c laiming otherwise taxable income. 

' * Multi state T ax Commission, “Corporate T ax Sheltering and the Impact on State Corporate 
Income Tax Revenue Collections,” July 15, 2003, from the Executive Summary. 

Brian Knight, Andrea Kusko, and Laura Rubin, “Problems and Prospects for State and 
Local Governments,” paper presented at Urban Institute Seminar, State Fiscal Crises: 
Causes, Consequences, and Solutions, April 5, 2003. 
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Issues for Congress 

State corporate income taxes are of interest to Congress for primarily two 
reasons; interstate commerce oversight and tax interaction. The following section 
analyzes these two aspects of state corporate income taxation that are most directly 
affected by congressional action. 

Interstate Commerce Regulation and Oversight 

The interstate commerce regulation and tax interaction issues have attracted 
interest for three principal reasons: (1) the complex Internet sales tax debate; (2) the 
recent federal business tax cuts; and (3) state fiscal problems. The link between the 
Internet sales tax debate and state corporate income taxes is complicated and centers 
on the prohibition on states reaching beyond their borders to compel out-of-state 
vendors to collect sales and use taxes.^ As a general rule, a state can require a 
vendor to collect sales and use taxes only if the vendor has “substantial nexus” in the 
state.^' Typically, the substantial nexus standard is satisfied if the vendor has a 
physical presence in the state.“ Thus, remote Internet transactions, where the vendor 
has no physical presence in the customer’s home state, do not have the sales and use 
tax added to the price of the good by the vendor. These types of transactions have 
grown considerably over the last several years and have contributed to the erosion of 
the sales and use tax base of most states.^’ 

In an effort to persuade Congress to allow states to compel remote vendors to 
collect use taxes, a coalition of states has been working together to establish a 
uniform sales and use tax agreement. The coalition of states identify this effort as the 
“Streamlined Sales and Use Tax Project.” Slates that sign onto the sales tax compact 
would have already implemented uniform definitions and compliance rules, thus 
easing the administrative burden of remote vendor collection. Two bills in Congress 
would grant states these rights, S. 1736 and H.R. 3184. If these bills were enacted 
and the states satisfied the requirements for qualification, remote vendors in the 
compact states would collect use taxes for shipments to slates where the vendor does 
not have a substantial nexus. 

Some vendors are concerned that collecting use taxes for a state in which they 
do not have nexus, could trigger income or other business tax liability. However, 


A sales tax is levied at the time of transaction and is tax on the sale. The companion use 
tax is a tax on the use of a good or service. Technically, remote vendors would collect a use 
tax because the product is going to be used in the customer’s home state. 

The limitation arises from the due process and commerce clauses in the U. S. Constitution. 

For more on the sales tax issue, seeCRS Report RL31252,/nrerne/ Commerce ancf State 
Sales and Use Taxes, by Steve Maguire. 

Donald Bnice and William F. Fox, “State and Local Sales Tax Revenue Losses from E- 
Commerce: Updated Estimates," Center for Business and Economic Research, University 
of Tennessee, September 2001. Bruce and Fox estimated this erosion from electronic 
commerce alone will result in states losing approximately $24.2 billion in 2006 and $29.2 
billion in 20 1 1 . There is considerable debate, however, about the size of the revenue loss. 
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past court decisions and the landmark P.L. 86-272 established physical presence as 
the standard for sufficient nexus for corporate income taxes for firms selling tangible 
goods. The law, P.L. 86-272, was passed shortly after the Supreme Court issued a 
ruling that seemed to offer an ambiguous definition of “sufficient nexus.” The 
Supreme Court language that generated this concern (as cited in the Senate report on 
S. 2524, the Senate version of the eventual P.L. 86-272) is reproduced below: 

We conclude that the net income from the interstate operations of a foreign 
corporation may be subjected to State taxation provided the levy is not 
discriminatory and is properly apportioned to local activities within the taxing 
State forming sufficient nexxis to support the same. [Emphasis added] (358 U.S. 

450 at 452)^“ 

The term “local activities” was deemed too ambiguous by policy makers and 
businesses. The Senate report provided the following as reasoning behind the 
enacted legislation (P.L. 86-272) that clarified the definition; 

Persons engaged in interstate commerce are in doubt as to the amoimt of local 
activities within a State that will be regarded as forming asufficient “nexus,” that 
is, connection, with the State to support the imposition of a tax on net income 
from interstate operations and “properly apportioned” to the State.*’ 

The legislation passed by Congress clarified nexus by identifying those activities 
which would not establish nexus. Generally, soliciting sales of tangible goods in a 
state for shipment by common carrier from locations outside the state into the state, 
would not be sufficient to trigger nexus. Thus, for tangible goods shipped across 
state lines, state net corporate income taxes are levied at the source not the 
destination of the product. The home state of the customer receiving the goods 
cannot levy a state corporate income tax on the remote business by virtue of the 
transaction. The issue of intangible goods and services was not addressed directly 
by P.L, 86-272. 


The current Internet sales and use tax debate has revived a discussion of what 
constitutes nexus for a corporate income tax. Clarified nexus standards, as would be 
implemented in S. 1736 and H.R. 3184, however, do not seem destined to 
fundamentally alter the administration of slate corporate income taxes. As noted 
above, current laws would already shield out-of-slate vendors from corporate income 
tax liability if the business were only soliciting the sale of tangible goods into the 
state. As for intangibles goods and services, S. 1736 and H.R. 3184 include language 


U.S. Congress, Senate Committee on Finance, State Income Taxes — Interstate 
Commerce, Senate report to accompany S. 2524, S.Rept. 658, 86th Cong., I** sess, 
(Washington: GPO, Aug. II, 1959) p. 2549. 

U.S. Congress, Senate Committee on Finance, State Income Taxes — Interstate 
commerce, Senate report to accompany S. 2524, S.Rept 658, 86th Cong., 1” sess, 
(Washington; GPO, Aug. II, 1959)p. 2549. 
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to ensure that a corporation would not establish nexus by virtue of collecting sales 
and use taxes for a state.^* 

Tax Interaction 

The recent tax cut legislation, the “Jobs and Growth Tax Relief Reconciliation 
Act of 2003 ” (JGTRRA, P.L. 1 08-27), included several provisions intended to reduce 
the federal tax burden on business investment.” The federal tax changes also 
affected state taxes because of the interaction between federal taxes and state taxes 
on corporations. Generally, states use the federal tax code as the base for the state 
income tax (see the background section titled “federal starting point”)- Thus, when 
the federal definition of the tax base changes, so does the state definition of income. 

JGTRRA included two temporary provisions designed to accelerate the 
depreciation of capital assets purchased by businesses. The first is a temporary 
increase in the amount of a capital expenditure that a small business can deduct in the 
year of purchase.^’ The larger deduction reduces the base of the federal corporate 
income tax and thus the state corporate income tax base for those states that link 
directly to the federal tax code. The change in federal law may generate a significant 
revenue loss in the short run for those states that remain linked to the federal 
definition of business income.^® This provision expires on December 31, 2005, 
which will limit the long run effect (if the provision is not extended). 

A secotidJGTRRA provision allows for “bonus depreciation” for certain capital 
expenditures. Businesses that buy qualified capital assets before January 1,2005 can 
immediately deduct 50% of the purchase price from gross income. The combined 
effect of the two provisions would cost states an estimated $2.7 billion. If the 


“ Section 7(a) of S. 1736 states that “[NJothing in this Act shall be construed as subjecting 
sellers to franchise taxes, income taxes, or licensing requirements of a state or political 
subdivision thereof, nor shall anything in this Act be construed as affecting the application 
of such taxes or requirements or enlarging or reducing the authority of any State to impose 
such taxes or requirements.” 

” For more on the business tax cuts in P.L. 108-27, see CRS Report RL32034, The Jobs and 
Growth Tax Relief Reconciliation Act of 2003 and Business fnvestment, by Gary Guenther. 

Another issue is fiscal policy coordination between the federal, state, and local 
governments. If state governments do not adopt the federal tax changes, then the fiscal 
stimulus of federal tax policy is muted by state oon-compliance. For more on the 
countervailing fiscal stim^us effects, see CRS Report RL31936, General Revenue Sharing: 
Background and Analysis, by Steven Maguire, p. 7. 

” 26U.S.C. § 179. 

“According to a recent analysis by the Center on Budget and Policy Priorities, “...17 states 
stand to lose an estimated $1.1 billion in 2004 and another $600 million by the end of 2005.” 
Nicholas Johnson, “Federal Tax Changes Likely to Cost States Billions of Dollars in 
Coming Years,” Center on Budget and Policy Priorities, June 5, 2003, p. 5. 
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provisions were made permanent, the cost to the states has been estimated to rise to 
$17.7 billion over the 2004-2013 budget window.^^ 

Proponents of the accelerated depreciation provisions, however, would argue 
that over the long run, increased business investment would likely lead to stronger 
economic growth and in turn more corporate income tax revenue. The long run net 
budget outcome of the two countervailing forces is uncertain and relies on debatable 
assumptions about the response of businesses to investment incentives delivered 
through the federal tax code. 

The JGTRRA provisions adversely affect state budgets in the short run because 
the tax relief is delivered through changes in the base. If Congress were concerned 
primarily with the impact of federal corporate income tax law changes on the states, 
changes in corporate income tax rates would have minimal impact on the states, 
Unlike changes in the tax base, a federal tax rate change would not directly affect 
state corporate income taxes. 

Current Legislation 

Legislation pending in the 108th Congress, H.R. 3184 and its Senate companion 
S. 1 736, would authorize states to compel remote vendors to collect sales and use 
taxes. Even though these two bills address the collection of state sales and use taxes, 
not state corporate income taxes, some policymakers believe that the issues are 
similar to those surrounding the state corporate income tax. H.R. 3220 would 
establish a “physical presence” standard for business activity taxes (DATs, primarily 
state corporate income taxes). Following is a brief overview of selected legislation 
that would affect state corporate income taxes. 

H.R. 3184 and S. 1736. Two identical bills (H.R. 3184 and S. 1736), each 
given the title of the “Streamlined Sales and Use Tax Act (SSUTA),” would 
authorize states to require out-of-state vendors to collect sales and use taxes. The 
authority would only be granted once “...10 states comprising at least 20 percent of 
the total population of States imposing a sales lax ... have petitioned for membership 
under the Streamlined Sales and Use Tax Agreement....”” Businesses with less the 
$5 million in sales would be exempt from the requirement.^^ And, businesses that 
collect the tax are to receive “reasonable compensation” from the states for expenses 
incurred for “administration, collection and remittance of sales and use taxes. The 
connection to states through the sales and use tax administration has raised concern 
that implementing the SSUTA would pave the way for states to claim that out-of- 
state vendors have established nexus. Section 7 of H.R. 3184 (and S. 1736), 
however, outlines the limitations of the proposed SSUTA. The legislation explicitly 
states that “No obligation imposed by virtue of the authority granted by section 4 


Nicholas Johnson, “Federal Tax Changes Likely to Cost States Billions of Dollars in 
Coming Years,” Center on Budget and Policy Priorities, June 5, 2003, Tables 2 and 3. 

” Section 4(a). 

“ Section 4(b). 

Section 4(c). 
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shall be considered in determining whether a seller has a nexus with any State for any 
tax purpose. 

H.R. 3220. Under current law, enacted as P.L. 86-272, sales of “tangible 
personal property” into a state are not sufficient to trigger tax liability. H.R. 3220 
would expand the protection beyond tangible personal property to include services.’* 
This expansion would have a significant effect on the 32 states where “...an 
employee’s solicitation of services while in the state for six or fewer days would 
create nexus.”’’' 

In addition to the expansion of protected interactions, this legislation would also 
define “physical presence” as the standard for collecting business activity taxes. 
Under this proposal, physical presence would be established and a business activity 
tax allowable if: 

• the individual or business is physically within the slate for 2 1 days 
(not including trips to buy goods or services for the business; 
gathering news for print or other media; meeting with government 
officials for purposes other than selling goods and services; 
attending training or educational purposes; or participating in 
charitable events), 

• the individual or business uses the services of another individual or 
business for 2 1 days and the hired individual or business does not do 
business for any other entity, or 

• the individual or business leases or owns tangible personal property 
or real property in the state for more than 2 1 days. 

An important exception to the “21 -day rule” is included in the legislation and 
is related to live performances and sporting events. Generally, the 2 1 -day minimum 
is replaced with one day for live performances and participation in sporting events 
where at least 100 spectators are present. There is not a uniform number of days 
under current state laws, but, most slates impose a minimum that is less than 2 1 days. 

Analysis. The streamlined sales tax legislation, H.R. 3184 and S. 1736, would 
require states to simplify their sales and use tax systems before granting them the 
authority to compel remote vendors to collect the sales and use tax. From an 
economic perspective, reduced complexity and compliance costs for businesses, not 
just those engaged in interstate commerce, would likely increase the efficiency of the 
tax system. To the extent that the changes imposed by the legislation would treat all 
transactions neutrally, they would also increase the equity of the tax system. 


” Section 7(b). 

Section 2 of H.R. 3220 strikes “the sale of tangible peisonal property,” and inserts “a sale” 
that would presumably include services. 

” BNA, April 25,2003. 
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The critical concern is how strii^ent the SSUTA enforcement will be if 
implemented. If the agreement is not strictly enforced, then any gains in economic 
efficiency are lost and the anticipated improved equity diminished. The de minim us 
standards, however, could be administratively difficult to enforce and could create 
loopholes through which businesses could circumvent the intent of the SSUTA. 
These standards could be eliminated if the SSUTA were strictly enforced and the 
rules on what was taxable were truly uniform from state to state. The ease of 
compliance with a truly uniform base would render seemingly arbitrary minimum 
sales thresholds unnecessary.^* Even though the statutory burden of the sales and use 
tax falls on consumers, the SSUTA legislation maybe considered in conjunction with 
other legislation that more directly addresses how states tax businesses. 

The BAT legislation, H.R, 3220, is intended to further modify the state taxation 
of businesses engaged in interstate commerce. The legislation would impose new 
regulations on how states impose taxes on multi-state businesses, through (1) 
imposing uniformity on the time component of nexus determination and (2) 
expanding the definition of goods and services subject to the nexus rules. The 
legislation would not directly address the complexity of the state corporate income 
tax structure — in particular, the various apportionment formulas described earlier. 

Many economists and other researchers who analyze state corporate income 
taxes agree that the critical issue with the current state corporate income tax structure 
is the variability in the allocation and apportionment of corporate income from state 
to state. The current mosaic of state corporate income tax rules creates economic 
inefficiencies for the following reasons: (1) relatively high compliance costs, (2) 
increased opportunities for tax plaiming by businesses, and (3) potential gaps and 
overlaps in taxation. The new regulations as proposed in H.R. 3220 could exacerbate 
underlying inefficiencies because the threshold for business — the 21 -day rule, 
higher than currently exists in most states — would increase opportunities for tax 
planning leading to more “nowhere income.” In addition, expanding the number of 
transactions that are covered by P.L. 86-272 also expands the opportunities for tax 
planning and thus tax avoidance and possibly evasion. 


Charles McClure and Walter Hellerstein, “Congressional Intervention in State Taxation: 
A Normative Analysis of Three Proposals,” State Tax Notes. March 1, 2004, p, 732, 


BUSINESS ACTIVITY TAX 

EXAMPLES OF ACTUAL & POTENTIAL AGGRESSIVE STATE ACTIONS AND POSITIONS 
AGAINST OUT-OF-STATE COMPANIES 

Actual Cases 

• In Tennessee, the revenue department attempted to tax an out-of-state com- 
pany engaging in credit card solicitation activities through direct mailings. 
The department based their authority solely on the presence of the credit 
cards and the “substantial privilege of carrying on business” in Tennessee. 
J.C. Penney National Bank v. Johnson, 19 S.W.3d 831 (Tenn. Ct. App. 1999), 
cert, denied, 531 U.S. 927 (2000). It has been reported that Tennessee, despite 



85 


having lost this issue in the Tennessee courts, continues to assert this posi- 
tion. In addition, according to a recent survey of top state teixing officials, 
nineteen other states assert that a business could be subject to tax in the 
state merely for issuing credit cards to in-state persons. Special Report: 2004 
Survey of State Tax Departments, 11 Multistate Tax. Rep’t 4, pp. S-9 - S-43, 
at S-36, S-37 (April 23, 2004). 

• In Alabama, the revenue department attempted to impose teix on an out-of- 
state bank because the bank issued credit cards to Alabama persons and 
leased two MRI machines in Alabama. Dial Bank v. State of Ala. Dep’t of Rev- 
enue, Ala. Dep’t of Revenue, A.L.J. Div., Nos. INC. 95-289, F. 95-308 (Aug. 
10, 1998). 

• A Minnesota law would have declared that a sufficient connection with the 
state exists when out-of-state health care providers provide care to 20 or more 
Minnesotans or when they solicit business from potential customers in Min- 
nesota, regardless of whether the health care was provided outside of Min- 
nesota. The Minnesota District Court determined that the tax was unconsti- 
tutional as applied to several nonresident health care providers that perform 
services outside of Minnesota. See Baertsch v. Minnesota Dep’t of Revenue, 
Minn. Dist. Ct., 2nd Jud. Dist. No. C7-93-2680 (Minn. Dist. Ct. 1994); Mercy 
Medical Center v. Anderson, Minn. Dist. Ct., 2nd Jud. Dist. No. C4-9iB-11658 
(Minn. Dist. Ct. 1995); and MeritCare Hospital v. Commissioner of Revenue, 
Minn. Dist. Ct., 2nd Jud. Dist. No. C2-94-12818 (Minn. Dist. Ct. 1995). 

• Rylander v. Bandag Licensing Corp., 18 S.W.3d 296 (Tex. App. 2000) (Texas 
could not impose its corporate franchise tax on a business that had merely 
registered to do business in the state). However, according to a recent survey, 
four states still take the position that merely registering to do business in a 
state is a sufficient connection to justify taxation on an out-of-state business. 
Special Report: 2004 Survey of State Tax Departments, 11 Multistate Tax. 
Rep’t 4, pp. S-9 - S-43, at S-10, S-11 (April 23, 2004). 

Actual Positions Taken at the Administrative Level 

• A small South Carolina software company owned by a husband and wife (an- 
nual sales of approximately $100,000) sells software out of their home to cus- 
tomers located in many states throughout the U.S. The software sales include 
a license agreement between the company and the purchaser. However, the 
company has no physical presence in any state except South Carolina and 
Georgia. Recently, New Jersey revenue authorities asserted that the software 
licenses created sufficient contacts with the state to justify imposing business 
activity taxes on the company. 

Despite the fact that the company’s annual revenues from customers in New 
Jersey over the past few years have been as low as $49, New Jersey’s claim 
against the company would require that the company pay a $500 per year min- 
imum corporate teix and a $100 per year corporate registration fee for as long 
as its software is being used in the state. One can only imagine the result if 
each state imposed similar taxes on this mom and pop operation. 

• In Louisiana, the revenue department has threatened to assess business ac- 
tivity taxes on several out-of-state companies based on the fact that those 
companies broadcast programming into the state. The rationale is that these 
out-of-state companies are exploiting the Louisiana market because the pro- 
gramming is seen and/or heard by individuals in Louisiana. 

What the States Publicly Say They Can Do 

• The Multistate Tax Commission has endorsed and is actively promoting the 
adoption of its factor-based nexus proposal (as well as the repeal of P.L. 86- 
272). Under such standard, a state would be able to impose a business activ- 
ity tax on any business whose factors exceed certain thresholds; the thresh- 
olds are $50,000 in property, $60,000 in payroll, or $500,000 in sales. Under 
the current physical presence standard, a state may teix companies with prop- 
erty and payroll in a jurisdiction but the MTC would go further by allowing 
states to tax businesses that only have customers in a jurisdiction. Ensuring 
the Equity, Integrity and Viability of Multistate Tax Systems, Multistate Tax 
Commission Policy Statement 01-2 (October 17, 2002). 
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• A recent Oregon regulation takes the position that the presence of intangible 
property creates a sufficient connection with the state to justify Oregon im- 
posing taxes on out-of- state companies. The regulation would mean that sim- 
ply maintaining intangible property or receiving franchise fees or royalties 
from Oregon sources would subject an out-of-state company to taxation, even 
if services are performed outside of Oregon. Ore. Admin. R. 150-318.020. 

• A recent survey shows that eight states take the position that a business 
whose trucks merely pass through the state six or fewer times in a year — 
without picking up or delivering goods — have sufficient connections with the 
state to justify imposing business activity taxes on that company. Special Re- 
port: 2004 Survey of State Tax Departments, 11 Multistate Tax. Rep’t 4, pp. 
S-9 - S-43, at S-34, S-35 (April 23, 2004). 

• According to a recent survey, thirteen states assert that an out-of-state com- 
pany merely having a website on someone else’s server in the state creates 
a sufficient connection to justify imposing business activity teixes on that out- 
of-state company. Special Report: 2004 Survey of State Tax Departments, 11 
Multistate Teix. Rep’t 4, pp. S-9 - S-43, at S- 12, S-13 (April 23, 2004). 

• A recent survey of top state teixing officials indicates that twelve states be- 
lieve that an out-of-state company listing a telephone number in a local phone 
book located in the state is a sufficient connection with the state to justify 
taxation. Special Report: 2004 Survey of State Tax Departments, 11 Multistate 
Tax. Rep’t 4, pp. S-9 - S-43, at S-10, S- 11 (April 23, 2004). 

• A recent survey of top state taxing officials indicates that five states believe 
that an out- of-state company having a bank account with an in-state bank 
is sufficient connection with the state to justify taxation. Special Report: 2004 
Survey of State Tax Departments, 11 Multistate Tax. Rep’t 4, pp. S-9 - S-43, 
at S-36, S-371 (April 23, 2004). 

• A recent survey of top state teixing officials indicates that six states believe 
that an out-of- state company negotiating and/or obtaining a bank loan from 
an in-state bank is (or could be) a sufficient connection with the state to jus- 
tify tcixation. Special Report: 2004 Survey of State Tax Departments, 11 
Multistate Teix. Rep’t 4, pp. S-9 - S-43, at S-36, S-371 (April 23, 2004). 

• Over half of the states in a recent survey stated that they believed that when 
an out-of- state corporation licenses trademarks to an unrelated entity within 
the state, the out-of- state company would be subject to taxation by the state. 
Special Report: 2004 Survey of State Tax Departments, 11 Multistate Tax. 
Rep’t 4, pp. S-9 - S-43, at S-36, S-37 (April 23, 2004). 

Potential Aggressive Positions That Have Been Taken in the 
Context of Other Taxes 

• The city of Houston, Texas attempted to impose tax on offshore oil rigs lo- 
cated outside territorial waters or in foreign jurisdictions merely because they 
were owned by oil companies that were located in the city. The adoption of 
this approach by states for business activity tax purposes would have signifi- 
cant consequences for the business community and would raise serious con- 
stitutional issues. See, e.g., Vincent J. Schodolski, California county looks to 
heavens for tax revenue, Chicago Tribune, July 13, 2001, at 7. 

• Certain localities have attempted to impose local personal property taxes on 
property orbiting in space. For example, the County of Los Angeles, California 
attempted to impose a property tax on a Hughes Electronics, a county-based 
company that owned eight communications satellites permanently orbiting in 
space. Nancy Vogel, Satellite Tax Idea Is Back to Earth; Finance: The State 
Board of Equalization adopts a rule forbidding L.A. County levies on the 
spacecraft. Assessor says he’ll study legal options, Los Angeles Times, July 11, 
2001, at 8. 

In addition, the city of Virginia Beach, Virginia also attempted to impose local 
personal property tax on three transponders attached to satellites orbiting in 
space that were owned by a city-based cable company. City of Virginia Beach 
V. International Family Entertainment, 561 S.E.2d 696 (Va. 2002) (the City of 
Virginia Beach did not have the authority to impose its tax on the tran- 
sponders). If states used the same approach to try to impose business activity 
tax, on the basis that the satellite creates a “physical presence” or because a 
business generates income in the state by passing over the state, there would 
be significant consequences for many industries. 



87 


• In California, the tax department responsible for sales and use taxes at- 
tempted to impose use teix collection obligations on an out-of-state company 
whose only contacts with California consisted of entering into advertising con- 
tracts with California broadcast and cable television companies on the basis 
that the contracts “converted” the broadcast and cable companies into rep- 
resentatives of the out-of-state business. JS&A Group, Inc. v. State Board of 
Equalization, No. 1075021 (Cal. Ct. App. 1997). The same “logic” could be ap- 
plied by states to try to impose business activity tax on businesses that mere- 
ly advertise in a state. JS&A Group, Inc. v. State Board of Equalization, No. 
1075021 (Cal. Ct. App. 1997). 

• In Florida, the tax department attempted to impose sales tax on an out-of- 
state business that provided financial news and information using high-speed 
electronic transmission to a subscriber’s video display terminals on the 
grounds that a sale of tangible personal property occurred because the images 
were perceptible to the senses. Department of Revenue v. Quotron Systems, 
Inc., 615 So.2d 774 (Fla. Dist. Ct. App. 1993). States could apply similar 
“logic” to try to impose tax on businesses delivering electronic information 
into the state. 

• In Missouri, the tax department attempted to impose sales teix on an out-of- 
state restaurant franchisor because it placed orders for equipment on behalf 
of its Missouri franchisees, even though the franchisor never acquired title to 
or ownership of the equipment. States could apply similar “logic” to try to im- 
pose business activity tax on the out-of-state business. Doctor’s Associates v. 
Director of Revenue, Missouri Admin. Hearing Comm’n, No. 95-001748 (Sept. 
17, 1997). 


May 21, 2004 

The Honorable Chris Cannon 
U.S. House of Representatives 

Chairman, Subcommittee on Commercial and Administrative Law 

Committee on the Judiciary 

B-353 Rayburn House Office Building 

Washington, DC 20515 

Re: Business Activity Tax Simplification Act (H.R. 3220) 

Dear Chairman Cannon: 

The American Bankers Association (ABA) would like to express support for 
legislation creating a fair, clear, and uniform nexus standard for the imposi- 
tion of business activity taxes by states and localities. Specifically, we are 
submitting comments to praise H.R. 3220, the Business Activity Tax Sim- 
plification Act and thank you for your leadership in advancing this legisla- 
tion. The ABA brings together all categories of hanking institutions to best 
represent the interests of a rapidly changing industry. Its membership - 
which includes community, regional, and money center banks and holding 
companies, as well as savings associations, trust companies and savings 
banks - makes ABA the largest banking trade association in the country. 
H.R. 3220 would modernize existing law to ensure that states and localities 
only can impose their business activity taxes in situations where an entity 
has physical presence (i.e. property or employees) and thereby receives re- 
lated benefits and protections from the jurisdiction. We agree that a phys- 
ical presence nexus standard should be preserved in order to ensure an eq- 
uitable and measurable application of the state tax laws for all industries. 
ABA believes that certain clarifications to H.R. 3220 would be helpful in 
order to establish a fair, clear and uniform nexus standard. In particular, 
the bill should be revised to ensure that the solicitation of sales also applies 
to financial services and products. The types of financial services that 
should be made a part of H.R. 3220 include lending activities and other 
services such as investment, advisory and custodial services. Moreover, the 
legislation should be expanded to recognize financial transactions that do 
not require shipment or delivery. The current legislation covers only orders 
filled by shipment and delivery. These suggested clarifications recognize the 
intended scope of H.R. 3220 and encourage business investment. 

Thank you for your consideration of our views as you advance this impor- 
tant legislation. We look forward to working with you as you proceed with 
this bill. 



Sincerely, 

Edward L. Yingling 
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May 13, 2004 

The Honorable Chris Cannon 
The Honorable Melvin Watt 

House Judiciary Subcommittee on Commercial & Administrative Law 
B-353 Rayburn HOB 
Washington, DC 20515 

Re: Supporting comments for hearing on H.R. 3220, “The Business Activity 
Tax Simplification Act of 2003” (“BATSA”) 

Dear Mr. Chairman Cannon and Mr. Ranking Member Watt: 

IWe are writing you today to beg for your support for H.R. 3220, “The Busi- 
ness Activity Tax Simplification Act of 2003.” We stumbled into this issue 
last year and have become deeply committed to the passage of this bill. It 
is no exaggeration when we say this legislation is critical to small busi- 
nesses everywhere. While we represent no one but ourselves, we are cham- 
pioning this issue because the survival of small business is literally at 
stake. Without relief, some successful businesses will be forced to close or 
downsize. The material below provides a snapshot of the legal nightmare 
that has heavily impacted our business over the past year, and hundreds 
of other small businesses nationwide as well. 

We know first hand that many other companies are impacted because we 
have talked with dozens of attorneys, small businessmen, and news editors 
all over the Country about this problem. Unfortunately, many small busi- 
nesses are not even aware of the problem because tbey have not been 
trapped, yet. But, it is only a matter of time before the abuses by aggressive 
States become widespread and automated record-matching processes jeop- 
ardize thousands of additional small businesses with demands similar to 
those New Jersey is now making upon us. 

We are the owners of a home-based software development company with ac- 
tual 2003 sales (not profits!) of slightly less than $100,000. All work is per- 
formed in our home, we are the only employees, and our company is our 
sole source of earned income. Our company is incorporated in (Georgia and 
registered in Georgia and South Carolina. We have elected S Corporation 
status, operate and pay taxes as such, and file appropriate returns in Geor- 
gia and South Carolina each year. We pay employment taxes to South 
Carolina, and we acknowledge nexus in both Georgia and South Carolina. 
All work is conducted in South Carolina via the telephone, the Internet, 
and the U. S. Postal Service. 

The State of New Jersey is now asserting a claim of nexus against our com- 
pany due solely to the sale of seven intangible software licenses during 
1997-2002. During that period, we generated total revenue from New Jer- 
sey-based customers of $6,132. By year, our sales into New Jersey for that 
period were $695, $0, $0, $49, and $5388, respectively. Those are single dol- 
lars, not $K, $M, or $B. Of this total, $5,133 was derived from the actual 
license sales and $999 from additional services performed in South Carolina 
after the original sales. 

New Jersey acknowledges that its original claim of nexus was based solely 
on the continued use of these seven software licenses within the state. If 
the licenses did not exist, the remaining $999 by itself would not then have 
resulted in a claim of nexus. New Jersey’s claim of nexus will be made as 
long as any licenses are in use in the State, even if we cease accepting all 
business from New Jersey customers and generate zero future income from 
the State. 

New Jersey’s claim of nexus generates a requirement for our company to 
pay $500 per year as the New Jersey minimum corporate tax and $100 per 
year for Corporate Registration fee, every year, even in years when we have 
zero sales in New Jersey and have no other business activity in the State. 
(If not for the minimum corporate tax and registration fee, our calculated 
tax would be less than $1.00 in our best year.) We have been advised by 
the New Jersey Department of Teixation that the only way to remove our 
future liability for paying this $600 per year fee is to (1) stop accepting all 
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orders from New Jersey, (2) have zero New Jersey income, (3) terminate all 
existing software licenses, and (4) have our customers remove all licensed 
software from their systems. We have been advised that we cannot termi- 
nate our nexus in future years by abandoning our license agreements and 
giving clear title of the software to our customers. 

We have met these requirements, as of December 31, 2003, through the fol- 
lowing actions: 

• We have terminated all of our national advertising. Our sales are down signifi- 
cantly as we attempt to refocus our activity into Georgia and South Carolina 
only. 

• We have stopped accepting all orders from New Jersey locations. We will accept 
no business, of any type, from New Jersey locations until small business is given 
the protection it must have in order to participate in Interstate Commerce on a 
free and unhindered basis. In January 2004, we refused to accept a firm order 
for $15,000 of remote services from a New Jersey customer. Needless to say, 
that hurt our business badly. 

• We have terminated all software licenses in New Jersey, and our customers 
have removed all licensed software and replaced it with new unlicensed soft- 
ware. As a result, our intellectual property no longer receives the protection it 
must have in order to insure its viability for future enhancements and improve- 
ments and for our future income. 

These actions have combined to significantly reduce and inhibit our partici- 
pation in Interstate Commerce, reduce our sales, reduce our personal sala- 
ries, and reduce our payments of badly needed Federal and South Carolina 
tax revenues. We have become so concerned about the risk of our continued 
participation in Interstate Commerce that we have begun to ask ourselves: 
“Why bother? Can we afford the risk? Should we terminate the business be- 
fore it gets worse?" 

Our situation, and that of all small businesses participating in Interstate 
Commerce, is simply intolerable. Had we sold just one $695 license in 1997 
and not derived any further income from New Jersey customers, we would 
still be subject to the requirement of paying $600 per year in New Jersey 
taxes and fees as long as our customers continued to use the licenses. Mak- 
ing the situation even worse. New Jersey has, since we became trapped, ex- 
panded its regulations to assert nexus against all companies deriving any 
type of income from New Jersey customers, regardless of physical presence 
or de minimis activity. This latest provision of New Jersey tax regulations 
includes the sale of tangible products and is in direct defiance of Congres- 
sional intent and Public Law 86-272. New Jersey’s own Tax Court has 
ruled that a physical presence is required to assert taxing power; nonethe- 
less, New Jersey’s Department of Taxation continues to pursue us. Thus, 
we are forced to pay thousands of dollars in legal fees to defend ourselves; 
and we are continually distracted from pursuing the normal business activi- 
ties which generate all of our earned income. 

No company can survive by paying taxes on zero profits. But, in our case, 
we didn’t even have sales in three of the six years and only $49.00 in a 
fourth. Should all 50 states adopt the same provisions as New Jersey, the 
sale of just one box of paper clips into each state, at any point in time, 
would generate the requirement to file a state teix return in every state and 
to pay $30,000 in minimum taxes and fees per year, forever, even in years 
when no income is generated in those states, unless a way could be found 
to terminate nexus. As you can see. New Jersey does not make that easy. 
Further, no small business can possibly become familiar with the ever- 
changing and widely varying tax laws of 50 States, nor can it withstand the 
financial and administrative burdens of preparing and filing 50 separate 
state tcix returns. 

New Jersey is not the only State adopting highly aggressive tactics which 
destroy small businesses. Such tactics are becoming more prevalent each 
year, and H.R. 3220 would stop the abuses. This legislation is vital for pro- 
tecting small business through clear codification of existing judicial prece- 
dents and adoption of a uniform standard of physical presence for nexus as 
a specific element of Federal Law. 

We realize there are multiple sides to every issue; for BATSA, there are at 
least three: 
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• Small businesses: Hopefully, we have adequately conveyed why the pas- 
sage of H.R. 3220 is absolutely vital for the survival of all small busi- 
nesses attempting to participate in Interstate Commerce. 

• Large husiftesses.'Having worked for large business for many years, we 
understand and support their need for clarity and simplification of the 
rules which would allow them to devote more attention to delivering 
products and services instead of defending themselves in legal actions. 

We realize some States argue that BATSA would encourage use of intan- 
gible holding companies to shelter income from State taxation, but there 
are several easy ways for the States to prevent such abuses by businesses 
(see “The States” below). 

• The States'l understand the States are screaming about this bill. 

(a) Their claim of Federal usurpation of their taxing powers simply does 
not hold water. Because abuses similar to those we are seeing today oc- 
curred during the Colonial period, our Founding Fathers understood 
that Federal regulation would be vital toward assuring a vibrant econ- 
omy and wisely gave the Congress broad powers to regulate Interstate 
Commerce. 

(b) Their claims of revenue loss are wildly exaggerated in an effort to de- 
feat this badly needed bill. Simplification always increases income and 
profits, thus taxable income will grow. The distribution of that taxable 
income may change among the States, but it should. We do all work 
from our home; shouldn’t we pay all our teixes to South Carolina? 
Shouldn’t this apply equally to large businesses with no physical pres- 
ence in a State? If a State’s revenue drops due to passage of this bill, 
it is because the State is already engaging in unfair tactics; and its rev- 
enue should and must drop. 

(c) We believe the greatest threat to States’ revenues is through the im- 
proper use of intangible holding companies. If an intangible holding 
company licenses intangible property to an unrelated company, then it 
should receive the protection the physical presence standard provides. 
If the intangible holding company operates only to avoid teixation, with- 
out other legitimate business purposes, the States have several rem- 
edies they have traditionally employed to prevent any loss of income, 
and many States have already enacted one or more of them. So, this 
issue is no reason to avoid prompt passage of this bill. 

As private citizens, we have concluded the passage of BATSA is the fair 
and right thing to do for all business, both large and small, that it is vital 
for protecting small business, that it is vital for protecting jobs and our 
economy, that States’ claims of various harms are ill-advised and simply 
not true, and that all sales should be treated as intended by the Congress 
when it passed Public Law 86-272. Otherwise, very large portions of our 
economy (i.e., intellectual property, remote services, and small business in 
particular) become highly disadvantaged in their conduct of Interstate mar- 
keting activity. 

Because physical presence was intended to be the current standard, H.R. 
3220 would neither diminish the taxing powers of state and local jurisdic- 
tions nor reduce state and local tax revenues. The bill recognizes Congress’ 
responsibility to support a strong U.S. economy by ensuring no undue bur- 
dens on Interstate Commerce. 

We beg for your support of this bill, on our behalf, on behalf of the thou- 
sands of small business owners nationwide whose economic futures rely on 
it, and on behalf of a strong National economy which also relies on such 
legislation for its continued and improved stren^h. 

Sincerely, 

Bo Horne 

Kathy Horne 

418 East Waterside Drive 

Seneca, SC 29762 


May 20, 2004 

The Honorable Chris Cannon 

Chairman, Subcommittee on Commercial and Administrative Law 
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Committee on the Judiciary 
B-353 Rayburn House Office Building 
United States House of Representatives 
Washington, DC 20015 

Dear Chairman Cannon and Members of the Committee: 

On behalf of the American Legislative Exchange Council (“ALEC”), a bi- 
partisan, individual membership organization of over 2,400 state legisla- 
tors, I thank you for the opportunity to submit this letter for the record for 
the May 13, 2004 legislative hearing on H.R. 3220, the “Business Activity 
Tax Simplification Act of 2003.” 

The purpose of my letter is twofold: to express ALEC’s strong support for 
H.R. 3220, and to specifically rebut a release prepared and distributed at 
the hearing by the National League of Cities that claimed local govern- 
ments could lose more than $60 billion annually in revenues from the en- 
actment of H.R. 3220. 

First, I need only refer to the testimony of Jamie Van Fossen, Chair of the 
Iowa House Ways and Means Committee, and public sector chair of ALEC’s 
Tax and Fiscal Policy Task Force. ALEC supports H.R. 3220 because “it 
promotes federalism, enhances our national economy and thereby increases 
the financial viability of our state governments, and preserves the constitu- 
tional principle of tax competition among the states.” 

Second, as stated by Representative Van Fossen, H.R. 3220 does not force 
a choice “between public schools and corporate profits.” Opponents of the 
bill that make this characterization grossly overstate the revenue impact of 
H.R. 3220 in order to protect overaggressive and unconstitutional imposi- 
tion of business activity taxes. 

A case in point is the $60 billion estimate for local government revenue 
losses cited in the National League of Cities’ release. These sort of numbers, 
increasingly used by certain state and local government groups, are worse 
than unhelpful - they deflect consideration from the real issue. To illus- 
trate, a recent study co-authored by University of Tennessee Professor Wil- 
liam Fox, a former President of the National Tax Association, estimated 
that total state and local corporate income teixes in fiscal year 2003 
amounted to $34.6 billion. Even with adding other non-income teixes in the 
study that might be considered business activity taxes, it is hard to reach 
a number that comes close to the $60 billion loss claimed by the National 
League of Cities. 

What the National League of Cities appears to be asserting is that H.R. 
3220 would wipe out all business activity tax revenue at the state and local 
level nationwide. If the claim is made with respect to local governments 
only, it is even more absurd. Because the underlying teix principle of H.R. 
3220 is to tax businesses where they are physically located, the National 
League of Cities seems to conclude that all businesses could operate with- 
out a physical presence anywhere. This is quite obviously impossible. 

Please do not allow unsubstantiated figures like those advanced in the Na- 
tional League of Cities’ release to distract the Committee from its important 
work. H.R. 3220 is of vital importance to the health of our economy and 
the free flow of commerce between the states. 

Thank you for your consideration. 

Sincerely, 

Duane Parde 
Executive Director 

American Legislative Exchange Council (ALEC) 
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May 20, 2004 


Honorable Chris Cannon 
U.S. House of Representatives 

Chairman, Subcommittee on Commercial and Administrative Law 

Committee on the Judiciary 

B-353 Rayburn House Office Building 

Washington. DC 20515 

Re Hearing on H.R. 3220. Business Activity Tax Simplification Act 
Dear Chairman Cannon 

I am writing on b^alf of MBNA Corporation in support of H.R. 3220, the Business 
Activity Tax Simplification Act and to thank you for holding a hearing on this important 
legislation. As you are aware, H.R. 3220 would provide a national jurisdictiona] standard 
for the imposition of state and local business activity taxes on interstate commerce. This 
is a very important issue for MBNA. We look forward to working with you and your 
committee as H.R. 3220 proceeds through the legislative process. 

MBNA is the largest independent credit card issuer in the world. MBNA is also the 
leading affinity marketing company in the credit card industry and has the endorsanent 
of more than 5,100 organizations. The company maintains its intemationai headquarters 
in Wilmington, Delaware and has operations throughout the United States and in Canada, 
Ireland, Spain, and the United Kingdom. 

MBNA is greatly concerned about the need to clarify and modernize the nexus rules that 
govern a finmcial services institution’s obligation to pay business activity taxes to stat^ 
where the company does not have any property or employees. We think it is clear that it 
would be unfair for a financial 8«vices institution to pay taxes to states that do not 
provide any benefits or protections to the company. Over the past several years, 
however, that is exactly what some state and local taxing authoriti^ have sou^t by 
asserting so-called “economic nexus” arguments. Essentially, economic nexus would 
permit states to tax a business that merely hiui customers in the state but no property or 
employees. The financial services industry has borne the brunt of su«A activity, 
particular credit card issuers. Specifically, some states have asserted that MBNA h^ 
nexus in the state merely because residents of that state hold credit cards that have bem 
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issued by MBNA - regardless of whether MBNA has any other connection to or presence 
in the state. 

MBNA considers H.R. 3220 to be extremely important legislation. Our goal is to ensure 
that it provides a definitive resolution to the issue of when states have the authority to 
impose a tw on out-of-state companies. We a^^ with die goal of H.R. 3220 to prohibit 
states and localities from imposing a business activity tax on any entity that does not have 
a physical presmee in the taxing jurisdiction. Businesses would continue to pay business 
activity taxes to those jurisdictions that provide them with meaningful benefits and 
protections. In addition, H.R. 3220 would modonize current law (P.L. 86-272) and 
establish a fair, clear, and uniform nexus standard. Such clarification would, in turn, 
reestablish the type of stable business climate that encourages increased business 
investment, expwded interstate commerce, and a healthy American economy. 

On behalf of MBNA and its more than 28,000 onployees worldwide, we look forward to 
woricing with you and your staff to ensure th^ a bright-line, quantifiable physical 
presence nexus standard is realized for all industry groiq>s, including the financial 
services industry. Thank you for your attrition to our concerns. 


Very truly yours. 


0 



May 24, 2004 

The Honorable Chris Cannon, Chairman 

The Honorable Melvin Watt, Ranking Member 

Subcommittee on Commercial and Administrative Law 

House Judiciary Committee 

United States House of Representatives 

Washington, DC 20515 

Re: HR 3220-Response to National League of Cities Letter 
Dear Chairman Cannon and Ranking Member Watt: 

On behalf of the Software Finance and Teix Executives Council (SoFTEC), 
I write in response to the May 21, 2004 letter sent you by the National 
League of Cities (NLC) regarding HR 3220, the “Business Activity Tax Sim- 
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plification Act.” The NLC’s letter contains inaccuracies and distorts the ef- 
fect passage of HR 3220 would have on local revenues. SoFTEC asserts that 
passage of HR 3220 would have no more than a minimal impact on local 
revenue from business activities taxes. 

SoFTEC is a trade association providing software industry focused public 
policy advocacy in the areas of tax, finance and accounting. Because 
SoFTEC’s member distribute their products to customers in many states 
and localities but have a physical presence in only a few, it naturally has 
an interest in ensuring that your Subcommittee has accurate information 
regarding the effects of HR 3220. 

1. Economic Presence Standard: 

The NEC, in its letter, asserts that the current business activity tax nexus 
standard is an “economic presence” standard and that HR 3220 would 
change the standard to a “physical presence” standard. To the contrary, 
physical presence is the current nexus standard enforced by the courts and 
HR 3220 would merely codify it. 

There is no reported decision in which a court has ever permitted a state 
to impose a business activity teix on an out-of-state company that had no 
more than an economic presence within the state. Each time the courts 
have sustained such a tax the teixpayer had a physical presence in the tax- 
ing state. A fair reading of the most recent cases in this area makes it clear 
that for a state or locality to impose a business activity tax on out-of-state 
businesses, there must be a “substantial physical presence” in the state. ^ 
NLC’s assertion that “economic presence” is the current law is not in accord 
with the cases. The current state of the law is that a business must have 
a physical presence in a jurisdiction before that jurisdiction is permitted to 
impose a teix on its business activities. 

2. HR 3220 Would Promote Improper Tax Sheltering: 

The NLC claims that HR 3220 would legalize a variety of corporate tax 
planning techniques that companies use to minimize their state and local 
tax burden and lead to more “nowhere income” and tax avoidance or eva- 
sion. Such claims cannot withstand scrutiny. 

A physical presence nexus standard would not prevent states from using 
their existing arsenal of tools traditionally used to combat illegal tax shel- 
ters. The courts are split on whether the intangibles holding company de- 
vice is an improper tax shelter. However, HR 3220 would have no impact 
on states’ ability to use common law sham transaction and economic sub- 
stance doctrines to attack such shelters. In addition, such devices are inad- 
equate to shelter income from taxation in states that use combined and uni- 
tary reporting and/or “throwback rules.” Also, HR 3220 would not prevent 
states from enacting laws that would deny an income tax deduction for roy- 
alties paid to an intangibles holding company. 

A company’s decision to locate a facility in a low-tax state is not a tax shel- 
ter. States often compete with one another for the reputation as a low-tax 
state. Remote sellers, by virtue of their business model, are able to confine 
their activities to a smaller number of teixing jurisdictions. The physical 
presence standard will not allow companies to escape teixes that they cur- 
rently are legally obligated to pay. Codification of the current physical pres- 
ence standard merely will clarify for both taxpayers and tax collectors 
where those teix obligations arise. 

State and local efforts to overcome sheltering techniques will not be nul- 
lified by HR 3220. 

3. HR 3220 Would Disadvantage Local Businesses: 

NLC asserts that HR 3220 would place local business including manufac- 
turers at a disadvantage by giving tax breaks to out-of-state business oper- 


^See J.C. Penny Nafl Bank v. Johnson, 19 S.W.Sd 831 fTenn. Ct. App. 1999), appeal den. 
{Tenn. 2000), cert. den. 531 U.S. 927, 212 S.Ct. 305 (2000); Rylander v. Bandag Licensing Cor- 
poration, 18 S.W.3d 296 (Tex. App. 2000), Motion for Rehearing Denied March 8, 2001; 9.4 Per- 
cent Manufactured Housing Service v. Department of Revenue, No. Corp. Inc. 95—162 (Ala. 
Admin. Law Div. Feb. 7, 1996); MeritCare Hospital v. Commissioner of Revenue, No. C2-94— 
12818, (D.C. Minn. Sept. 22, 1995); cf, Geoffrey, Ine. v. South Carolina Tax Commission, 313 
S.C. 15 (1993) (involved a tax shelter). 
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ating within a state and/or local political subdivision. HR 3220 would not 
discriminate in favor of out-state businesses. 

First, in order for a company to be “operating” in a jurisdiction, it must de- 
ploy capital or employees. HR. 3220 would treat all businesses that have 
property or employees in a jurisdiction equally. A local business with em- 
ployees or property in the jurisdiction would be treated the same as an out- 
of-state business with employees or property; the jurisdiction could tax the 
business activities of both businesses. By the same token, local business 
could not be teixed by a foreign jurisdiction where the business deployed no 
employees or property. In this light, HR 3220 actually advantages local 
business by shielding it from foreign taxing jurisdictions where the local 
business deploys no capital. 

SoFTEC thanks you for the opportunity to provide this response to the 
NEC’s May 21, 2004 letter. If you have any questions, I may be contacted 
at (202) 331-9633 or mnebergalI@softwarefinance.org. 

Respectfully submitted, 

Mark E. Nebergall 
President 

Software Finance and Teix Executives Council 
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June 23, 2004 


The Honorable Chris Cannon 

House Judiciary Subcommittee on Commercial and Administrative Law 
118 Cannon House Office Building 
Washington, DC 20515-4403 

The Honorable Melvin L. Watt 

House Judiciary Subcommittee on Commercial and Administrative Law 
2236 Rayburn House Office Building 
Washington, DC 20515-3312 

Dear Representative Cannon and Representative Watt: 

Our organizations collectively represent major segments of North Carolina's 
economy. In December 2003, we filed a fnend-of-the-court brief in a tax case being 
considered by our state Court of Appeals. (A copy of our brief is attached.) 

As our brief states, we are opposed to "state taxing activities that prove hostile to 
a national common market and the easy flow of commerce within and among the United 
States. With ever-increasing international competition, states must avoid tax strategies 
that ultimately discourage transactions between companies in different states. This is 
particularly true when the transactions involve emerging areas of economic growth such 
as intangibles." 

We urge you to support federal legislation that could address the concerns set 
forth in otu brief. 

Respectfully submitted, 

NC MANUFACTURERS 
ASSOCIATION (NCMA) 

James M. Bell, 

President 

NC BIOSCIENCES 
ORGANIZATION (NCBIO) 

Samuel M. Taylor, 

Executive Vice President 


NC CITIZENS FOR BUSINESS 
AND INDUSTRY (NCCBI) 

Phillip J. Kirk, Jr., 

President 

NC ELECTRONICS AND INFORMATION 
TECHNOLOGIES ASSOCIATION (NCEITA) 
Joan P.H. Myers, 

President and CEO 
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I. IS THE ASSESSMENT THE DEPARTMENT OF REVENUE SEEKS 
TO IMPOSE ON PETITIONERS^APPELLANTS FOR THE 
TAX.ABLE YEAR WITHOUT A STATUTORY BASIS AND 
THEREFORE IMPERMISSIBLE?.. 

II. HOW DOES THE ASSESS^MT UNDULY BURDEN INTERSTATE 
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STATiaiSNT OF 3^ CAgg AND FACTS 

Azriici adopt Petitioners-Appellants' Statcjnent of the Case 

and Statement of the Facts,. . Anici. . would add the following 

comments based on statements . made by the Department of Revenue 

CDOR) regarding the fiscal iifipiications of this case.^ 

First, a decision in favdr, of the taxpayers in this case 

shoul<l not cost the Statens treasury a dime. This is because 

this is r^t a tax refuncJ case. Because this is not a refund 

case, a decision reversing the judgment below should not require 

the State, to withdraw ox appropriate . any monies from the General 

Fund (or . elsewfiere) to repay taxpayers. 

Second, . .DOR' s speculation about the total amount of t.ix 

monies the. agency theoretically •'could, in, the aggregate, seek 

from an; entire .class of busih.ess • ta>{prty.t-..rM (i.r t>v« agency were 

empowered to do so by this ."CgiU'L') ■ Adiould have no, .bearing ..on., the 

legal .questions before this '-Ccurt . ■ ' In fact, the ca.se before this. 

Court . . involves only one tax year . (1994) .;ird ;r .. contested 

assessjnent of less than $2 inillig'/i. 

Third, DOR' s claim about the financial "implications" of 

this case fails to consider the negative consequences, its tax 

pursuit here could have on North Carol iha's "business climate". 

^ See , e.q. , "Department of Revenue Wins Ruling; Holding 
Companies Required to Pay" {DOR Press Release Dated 5/22/03). 
Surprisingly, the Department issued this press release - replete 
with imperative demands (e.g. "GonpaniGS Required to Pay"; 
"companies ... must pay taxes") " based solely on the trial 
court's terse order without waiting for appellate review, as if 
it were a foregone conclusion that this Court would rubberstamp 
the trial court's order. 
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A State's approach to taxation,,, and , the predictability of tax 
liability, play a critical role in corporate decisions about 
where to stay, expand, or located; Such decisions, in turn, can 
have a drsitiatic iinpact on. state and itiunicipnl governinsnt 
revenues . 

ARGt)MENT 

Amici initially urge the Coiirt to consider two overarching 
points ; 

1. This is a very iin portant c age, ' DOR has acknowledged 
that this .litigation involves, legai, iss.ues of broad applicability 
and Llirti. the central guestlon at issue here is one that affects 
many .co.rporDte. . taxpayers. Aiiici know that . the favbr.ibility . Of 
North Carblinu's .business ciiinnte. is-- also at at.a.ke . iJonversely; 
the EUitiiiiary order issued below, provides- t'vitJence .as to t.he 

'■casa''Gv'impdrt'. 

; 2. D OR'S deci slon;to ups.et a- reas o nable i nto xpretation ■ of 
the tax code is extremely tr oiibli hg. rompohiea . seeJc stjblli.ty 
and predictability in their financial affairs. With regards to 
corporate tax liability. North Carolina courts have recognized 
this basic business need by promising to protect robustly any 
reasonable .interpretation of state law by a taxpayer. As the 
Supreme Court recently put the time-honored rule; "If a taxing 
statute is susceptible of two constructions, any uncertainty i] 



103 


4 

the statute or legislative intent should be resolved in favor of 
the taxpayer."^ 

In the instant case, eoinpanies -Jllce the Petitioners- 
Appellants reviewing the General Statutes to determine their 1994 
tax year liability would find no likelihood (much less 
"certainty") that they wero. sub^eet to taxatiort based on the mere 
licensing of wholly intangible property to entities engaged in 
in-state business activities..! Amici submit that Worth Carolina's; 
economy is becoming increasingly dependent, upon intangible 
property and its liccnsuro> including licensing to in-staLe 
businesses. By reversing the assesswehts/ this Court . oun r.estore 
confidc:ncB in the pxoclicttA’il-Hy of llorth Carolina's corporate 
tax. . statutes. , , (while avoiding . Seiigus .concern.s about . their 
constltutii'/jirtl i,i.y in light ..of Qiii ll and other ti- S ^Supreme court. 
<l6cisiQns)y'’ and .can,, at, ; the soj-ne time, avoid risking ..that out^ 
of-state . licens.G.rs will curtail ' or • even oea.se comiriorcial' 
art 1 vi t ie.s . with North Carolina corypiinies. 

I. THERE IS NO STATUTORY BASIS TO SUSTAIN THE 1994 TAX YEAR 
ASSESSMENT AT ISSUE HERE 

The assessment at issue here involves the 1994 tax year. 
For that year, the General Statutes offer no suggestion 

^ Lenox, Inc, v. Tolson , 353 N.C. 659, 664, 548 S.E.2d 513, 517 
(2001) (emphasis added). 

^ e.g. , Michael A. Hannah and e> Wells Hall III, North 

Carolina Enters The Delaware Intangible Holding Company Fracas , 
11 J. of Multistate Tax'n 6 (at p^. 3) (July 2001) (noting that 
"[t]he [DOR] regulation arguably may xtin afoul of the 'physical 
presence' standard as set forth in. Quill Corp. v. North Dakota" ). 
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whatsoever that the corporate inccaae and franchise taxes 
resultlnq from "doing business in this State" -could be imposed on 
companies v7hose only contact with North Carolina is the licensing 
of an intangible to an in-^state business. 

Indeed, the history of the "doing business in this State" 
taxing limitation suggests an opposite rule applies. The phrase 
first became part of the General Statutes in 1939. In 1956, an 
opinion issued by the At torney. .. General stated that a foreign 
corporation which received royalties for, leasing intellectual 
properly to a North Carol ina company was "not doing business iii 
North (Jarolina." cp. n.c. Att' y Gen., [i954-19‘>'3 Transfer. 
Binder] N.-C-:. St,. Tax Rep. . (CCH) H 200-109 (Jan. ii, 19:56) ... . . . 

The .General Assembly apparently left the phra.se. ny 
busiJie3.3 : in .. this. . Gtote" uml {..«? t.nrbe-d uiit iV 70.01, . .wlieii . ii. ; 
.substari.tially amended the de.Cinition for.. . i ricome it ax purposes: to 
encornpa.ss "[rloyalty payments , received for. the use of , tra'dem.arKs 
in thi s. . S t.a be . " H.S. S 1 05-1.30 . 7A (a) . How«»vi=r, the leg,i.5latnre , 
was unequivocal that the statutory change applied only to tax 
years long after 1994: "This section is effective only for 
taxable years beginning on or after January 1, 2001.'’' Session 
Law 2001-327, Section 1 . (f) . That non-retroactivity proviso 
could not be clearer; the . legislature intended for the income 
taxation of foreign trademark licensors only for tax years on or 
after 2001. The statute's effective date offers an ample basis 
to reverse the decision below. "If; the words of a statute are 
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plain and unambiguous, the : 'court need look no further." 
Westminster Homes, Inc, v . Cary Zoning Bd. , 354 N.C. 298, 304, 
554 S.E.2d 634, 638 (2001) . : . . . , . 

However, if the CaUrt does look beyond the statutory 
language of the 2001 legislation, statements made by a key 
legislator at a critical juncture in the 2001 General i^sseiiibly' s 
consideration of the "doing business" definition make clear that 
the changes enacted during : that .session were substantive and 
dramatic. As the brief of Pet.itioners-Appellants shows. Rep.. 
Hackney assured his colleagues that language in the bill's title 
only applied to activities transpiring in tax year.s ."after this 
point" and "in the future". 

Ihat tlie . 2001 . legislation'- contains a .hon-retrdact-ivi.ty 
proviso, distinguicliou this ciis'e frofii other casoG Where co.urts 
have . found subsequejit legislative amendments . l;o .mer.oiy clarify. . 
preexisting statutory, .language. . For example, in In. re; ,;Saios s . 

V. jefferso n- Pjlot in s . Co. ,.-- N.c..App. .— H.E,2.d - 

(Slip op. filed 16 December 2003) this Court recently held, in a 
2-1 decision, that an amendment to the use tax statute did not 
enact a substantive change but instead merely was intended to 
clarify existing law. The amendrnent at issue in Jefferson-Pilot, 
however, did not contain a non-retroactiyity proviso stating that 
the amendment could be applied only for prospective tax years. ^ 

^Moreover, Jefferson-gilot is also distingui^^hahi^ because the 
majority's decision there was based in part on the fact that the 
legislature said that the amendment was merely effecting 
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Finally, that G^S. 105-13G.,7A(a) represented a substantive 
change to the tax code, . as opprt^sedl to a mere "confirroation" of 
existing law, is shown by the- report of a high-profile group 
working contemporaneonsly with the 2001 session of the 
legislature. In April 2001, the Goyernoc' s CoTninassion on Tax 
Loopholes and Government Efficiencie-s .'issued its Final Report 
recommending that Worth .Carolina "[fl.ollow the Ohio law on 
related companies end require. an.{j adjustment for royalty 
expenses and interest expenses." , Governor'' s Tax Connn'n Report at 
3> ihe rationale for the . . recommendation, printed below, 
repudiates .any suggestion by COR that . the ^2001 legislation, was 
anything less than . a substantive, prospective, change to,' Worth 
/Caralina.'l'aw,:' 

"’Back gr ound : Th.t s aifects holding companies that have 
subKi.dlaiies <*j)ri Charge their subsi{;Ii..Hrie3 i^oyalty and 
interest, expenses . . 'Many •coxporation.s create, holding 
companies in states that do not tax royalty ox 
interest expenses. These companies cha/rgefj their 
subsidiaries a royalty and/or interest expense and pay 
no corporate income t.ix on the profit. Or.liet states, 
most notably Ohio and Connecticut, have approved 
statutes to disallow deductions between their 
corporate taxpayers and related out-of-state trademark 
protection companies or other affiliates that manage 


’"Leclmical and conforming changes to the revenue laws.'" Slip 
op. at ■I. That is not the case with the 2001 legislation at 
issue here; the General Asseiiibly did . not refer to the 2001 
legislation ns a mere "technical conforming change" to the 

revenue laws. Furthermore, the majority in Jefferson-Pilot noted 
that the amendment at issue there "merely codified the common law 
interpretation which had been in effect for nearly a century." 

Here, however, there is no long-standing "common law 
interpretation" to support the : agency's application of "doinn 
business in this State" to entities such as Petitioners- 
Appellants, much less one dating back fifty years. 
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intangibles. The proposal xecbinmenids adoption of the 

Ohio approach,'^ Id. 

Obviously, the use of forward-ibofcing words and phrases such as 
"proposal", "recommends", ."folldw" .and '"adopt ( }" contradicts any 
claiTn that 1 egi si atl nn pa.ssed, by General Assembly soon thereafter 
did not create a new statutory taxing standard. 7\nd, of course, 
the report contains no suggestion that the tax UOK seeks to 
impose for the 1!)*14 taxable : year, .was . permitted by the pxi.sting 
law.s of the State; indeed, it dempDstrates that there was no such 
statutory authorization V otherwise there would have been Tittle 
reason. for the Tax Commission Report and the 2001 legislation. 

in smwnary, in, lig)jt of' the history of the statutory phrase 
at issue, in this: COSO ond the indisputably pcoSpective nature, of. 
the 2001 legislation that effected a substantive change to state 
tax . lay, a judgment . for Petiti9rier.<=!-AppellanLs .should be 
Straightforward ^- particularly .given the iriandate. to "resolve any . 
uncertainty in favor of the taxpayor.."^ 


^ Amici note that North Carolina court rulings are legion 
confirming that proposition our Supreme Court found already 
■"established" more than fifty years ago: "rn the interpretation 
of statutes levying taxes, it is the established rule not to 
extend their provisions, by implication, beyond the clear Import 
of the language used, or to enlarge their operation so as to 
embrace matters not specifically pointed out. In case of doubt 
they are construed most strongly against the government, and in 
favor of the citizen." Watson Indus-, Inc. v. Shaw, 235 N.C, 
203, 212, 69 S.E.2d 505, 512 (1952). ^ also Lenox , 353 N.C. at 
666, 548 S.F..7d at 517; RpQional Acceptance Corp. v. Powors , 327 
N.C. 274, 394 S.E.2d 147 (1990); In re Intermedia Comm., Inc. , 
144 N.C. 424, 548 S.E.2d 562 (2001). See also , Norman J. Singer, 
Sutherland on Statutes S Statutory Construction 66.01 (5^ ed. 
1992) ("[IJt is a settled rule that tax laws are to be strictly 
construed against the state and in favor of the’taxpayer.") . 
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By reversing the judgment: below, this Court would -vindicate 
the principle that businesses. ..- can rely on reasonable 
interpretations of our tax statutes, and know that the 
s-ubstantivG tax rules will not be changed on them merely based 
upon administrative whim,, but only .with the blessing of this 
State's General Ass^nbly. 

II. THE ASSESSMENT BURDENS INTERSTATE COMMERCE AND, 

PARTICULARLY, NORTH CAROLINA'S ECONOMY 

While Petitioners-Appeilants.' brief thoroughly addresses the 
serious constitutional concerns. : raised by the tax assessments 
nphel d Ijelnw; . am ; r.i al so note .the ^^seful academic discussion of 
the co:n..'5titutioniai problems caused by unmooring . state taxation 
from ; such . . bright-line , concepts as ”ph.y»:U.':al presence" and 
"substantial . ..nexus" . flee,, Scott . . D. ..gmith .& . .Sharlene. 

fimitay, Economic Nexus: An . Unworkabl e S tandard for Jviriscliction , 
. 2.5 St. Tax .Notes 787 (Sept. 9, 2002). And this ..Court : has .dealt 
with . a .range of CcOTimerce Clause, issuey. See , e.g. , Kniton Corp. 
V. Justus , no N.C.App'. 193, .130 S.E.2<1 . 49-1 (1093) (finding state 
intangibles tax violates the Conmerce Clause), rev' d , 338 N.C. 
472, 450 S.E.2d 728 (1994), rfeyM , 516 U.S. 325, 133 L.Ed.2d 796, 
116 S.Ct 848 (1996) . 

Auici are generally concerned about state taxing activities 
that prove hostile to a national common market and the easy flow 
of commerce within and among the United States. With ever- 
increasing international ccanpetltion; states must avoid tax 
strategies that ultimately discourage transactions between 
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companies in different states... ..-.This is, particularly true when 
the transactions involve emerging areas of economic growth such 
as intangibles. 

ATtici offer below examples of the burdens OCR's taxing 
theory puts on interstate ccramerGe, particularly that involving 
North Carolina. In sum, the worrisome effect of IXlR's approach 
is to make it more tmattractiveifor out-of-state entities to have 


commercial arrangements with North Carolina companies that 
involve trademarks or other intellectual property. 


^ • The Throa't to North Carolina Manufactur ers 
The North Carolina Manufacturers Association (NCMA) is 
partlcTilarly.,; 'coi.jc.erncd that the,- taxing ■ approach ■ .upheld' ' b.elow : 
(i .c . , Lhb appl ication of DOR' s l^dt^.lng bcj.'iines$" Rule found at 17 
N.C.A.G'. ■■■■■05C.010'2.ta)'(5),'(.C), tiereinafter,. ■' the w 

.cohtribu.te to out -of -state companies, foregoing deals with in- 
state mamifacturers.. (including . deals involving .. patented 
manufacturing processe-s) for fear o.f assessments by DOR. . .North 
Carolina textile companies and other in-state manufactvjrers are 
eager to work with owners of intellectual property in need of 
production services. Yet Llie DOR taxing approach at issue in 
this case could discourage such relatiohships. To take but one 
example suggested by the AeSninistrative Hearing Officer 

subsequent to his decision faelov: When Michael Jordan, or other 
celebrities, consider textile manufactuters for work printing T- 
shirts or other logo items. North :Carplina companies may lose out 
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to companies without North . Carolina nexus . Such missed 
opportunities will result from out -of-'state intellectual property 
licensors (ones with no ''physical presence-^ in this state) 
fearing taxation by DOR.^ 

2 . The Threat to Worth Carolina^ s Ability to Attract 
Wulti-Sfcabe STisi.ne3se3 


North Carolina Citizens for Business and Industry (NCCBI) 
rcEpcctfully impresses upon the Court the extent to which North 
Carolina's oconoiny is now fueled h.y . multi-state corporations, 
especially in areas involving intartgibles. Should such c:cjnpanios 
avoid our. State as a result of the. tax approach clepipyecl . here, 
the ..detrimental effec.t could be significant. In addition, NCCBI 
notes the Admlntstratiye. Hearing -.Of.fi coir' s tJetermi.tiation . in thi s : 
ca.se below . that . "the taxpayers (1 acted reasonablY. 'and . under" 
adyico ..of counsel in interpreting applicable law..''^ .Corporate , 


Hannah and Hall, 3up_^ note 3,- i"(T]ho (DORj regulation^ ■ 
by its terms, may operate to subject to North Carolina taxation 
an entity, that is not otherwise .taxable .in the state, su.ch <is an 
incorporated, nonresident celebrity who receives royalties from 
licensing trademarks to unrelated, in-state companies that sail 
products here.""). NCMA is deeply cpncetneci that, if not reversed 
on statutory or constitutional grounds, the strikingly broad 
agency tax nexus rule at issue here will be (and has been) 
applied In a way wholly inconsistent with g uru Cor p. v. North 
Dakota , 504 U.S. 298 (1992) > and severely injurious to the 

State's favorable business climate. Indeed, out-of-state 
companies who own and license intellectual property could rightly 
fear that the sale of products incorporating its marks or patents 
by licensees could bring it within DOR's ambit of alleged taxing 
authority. It is all too-easy for companies to a-^-oid tho issue 
of DOR'S broad claim of taxing authority by focusing their 
commercial relationships with businesses in other states such as 
Virginia. 

’’ Hannah and Hall, supra note 3, (at p. 2) , 
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taxpayers who act '’reasonably" iii tax. matters should not face 
assessments where state law is, at best, ambiguous. 

3 . The Thir^at to North CfairDiina*^ S Burgeoning Bio and 

Information Technolo^ Sectors 

The North Ca.roXiiia Bioscioncos Oggani.gati.on (NC B10> and the 
North Carolina Electronics and Information Technologies 
Association (NCEITA) fear that DOR's position here poses a 
particular threat to the "Hew Eepheroy" . coinpanie.? ^3orth Carolina 
is SO eager to lure, businesses .. in areas such as bio pharma, 
electronics, information technology, .. .and telecoiranunications that 
roly heavily on intangiHlo "intol 1 ftotual-propcrty" . 

The tax a.sse5siiicnt in this G-ase- is based .solely hpon DDR's 
own definition of ."doing .bu-si-nes's in thi.s State," .a.cidpted. yeafs 
before! .the 2001 .legislati.on. Under this . regulatory , appro nch .to 
on., . for. i.n<r;pirie, tax purposes, the i.er.Tn is defined . a.? "the 
owning,, renting, or cperatiriy of business or income-producing 
property in North Carolina including, but not limited 1.6 . .. . 

[t] radsmarks, tradenames, franchise rights, computer programs,., 
copyrights, patented processes> licenses. 17 N.C.A.C, 
05C.0102<a) (5) (C) 


® It is worth noting that, even if the Rule could lawfully be 
applied (which amici urge that ; it cannot for the reasons set 
forth in this brief), the Rule should not be applied to the 
taxpayer in this case. That is because a remote (out-of-state) 
licensor, such as the taxpayer in; this case, would not be 
"owning, renting, or operating [intangible] property in. North 
Carolina," but would instead be owning, renting or operating that 
property in and from its own jurisdiction. However, the examples 
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The burden on interstate, conineccGy and North Carolina's 
economy, cauSed by DOR'S approach could be far-reaching. For 
example, national software vendors .considering establishing 
affiliates in North Carolin-a may look , elsewhere because the 
intellectual property at the .core of such relationships is often 
governed by license agreements.,: In addition, IX)R' s Rule could 
dissuade companies involved in genetic testing from establishing 
commercial relationships with companies here. 

Finally, consider the hypothetical example of a company 
called Mew Bio. Tho company, is based in a stato. other than 
North Carolina. Its affiliate, , RTPetri, is established as a 
technology spinoff, and is located in North Carolina,. New Rib 
hoi ds liiyh.ly , valuable,, coitpetitively sensitive, patent, rights in 
i.j.icltis l.i.y-i.eridA.iiy i>i:yanic celi techno Icgy* . ! The , state it. ..is, .based . 
■in has enaetccl various, laws.' designed. : to .pco.vide. . .enhanced;; 
prote.c.tion tor. , these types of ■ assets. . New Bio .has .no 

facilit ie.O, a.ssot S,.. PTnp1f>yeeS,.-.'r>r ag«»rits l.n North CAroliria. .\ 

New Dio licenses its . patented technology to RTPetri and 
other licensee companies, both affiliated and unaffiliated, in 
exchange for patent royalties that are based upon a percentage 
of the licensees' sales. New Dio reports all of its income to 
another state, and pays that state's tax on that income. 

shown infra assume, arguendo, that the Rule would apply to such 
out-of-state businesses and activities. In addition, by its 
plain language, the DOR rule only applies to '"income tax". It 
therefore offers basis for the agency's imposition of 

franchise taxes. 
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RTPetri reports all of its Incpmc to North Carolina and pays 
6.9% tax on that inccane. However,- because of the license of its 
technology to a North Carolina customer, under DOR's Rule, New 
Bio now has a taxable connection not only with its home state, 
but also with North Carolina: it appears that New Bio must now 
also pay North Carolina corpofats income tax on its purported 
North Carolina income if it wants to. license those patents to a 
Nnrth Carolina licensee, and as long as any North Carolina 
licensee wishes to receive the. benefit bf that licensed product. 

the same result would apply if New Bio were instead the. 
owner of a patented manufacturing pfocess.CG . The emergin.g field 
of biomanufactiiring is heavily dependent on new manufa.cturincj 
processes that, use yeiieL i cully modified cells Uo produce new arif! 
innovative products. RatenLed mamifacturing processes can also 
be importarit ..in cp>erations such as textile weaving, or tobacco, 
pro.cessihy . . . 

Amici believe that if the DOR- Rule at issue here is left 
undisturbed. Mew Bio could remain a "hypothetical" company as 
far as North Carolina is concerned because it will elect to 
establish commercial relations elsewhere. 

COHCLUSIOH 

For the reasons set forth above, amici respectfully request 
that this Court reverse the Uecision below an<l disallow the 

imposition of assessments for the 1994 tax year at issue here. 
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This the 18^^ day of December, 2003. 

NC MMTOFACTURERS NC CITIZENS FOR BUSINESS 

ASSOCIATION (NCMA) MTO INDUSTRY (NCCBI) 


NC BIOSCIENCES NC IdUiCTRDNICS AND INFORMATION 

ORGANIZATION (NCBIO) TECHNOLOGIES ASSOCIATION 

(NCEITA) 


By: 


Nelson Mullins Riley 
i Scarborough, LLP 
GlenLake One, Suite 200 
4140 Parklakfl Avemi« 
Raleigh, NC 2^512 
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No. COA03-1203 TENTH DISTRICT 

NORTH CAROLINA COURT OF APPEALS 



ASF TRADEMARK, TNC. ; CACIQDECO, 
INC.; EXPRESSCO, INC.; LANCO, 
INC.; LF.RNCO, INC.; LIMCO. . . 
INVESTMENTS, INC.; LIMTOO,. 

INC.; STRUCTURECO, INC.; V. .. 
SECRET STORES, INC. ; , 


Petitioners- 
Appo) I ants, 


E. NORRIS TOLSON, SECRETARY OF 
REVENUE, ..STATE OP NORTH 
CAROLINA/: AND IlIS SUCCESSORS, 

Respondent- 

Appellee. 


From Wjke Ccniotv 


^ 5 -^ ■ 

Stj' 'co'-'T'' 



MOTION FOR LEA%^ TO FILE AMTCI CURIAS BRIEF ON BEHALF OF THE 
NORTH CAROLINA MANUFACTURERS ASSOCIATION (NCMA) , NORTH CAROLINA 
CITIZENS FOR BUSINESS AND INDUSTRY (NCCBI) , THE NORTH CAROLINA 
BIOSCIENCES ORGANIZATION (NC BIO) , AND THE NORTH CAROLINA 
ELECTRONICS AND INFORMATION TECHNOLOGIES ASSOCIATION (NCEITA) 


Applicants — ■ four organizat.ions that collectively cepresent 
major segments of North Carolina-': s economy — believe that the 
decision below is erroneoxi.a and. its .reversal key to fostering the 
State's "business climate". Thus,; pursuant to Rule 28(1) of the 
Rules of Appellate Procedure,' we seek leave to file an amici 
curiae brief supporting the position of Petitioners-Appellants. 
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Rules of Appellate Procedure, to.;, seek leave; to file an antici 
curiae brief supporting the position of Petitioners-Appeilaiits . 

In support of the motion,, we , show 'the Court the following: 

1. Applicants' interest 'in this tax case stems from our 
Jcnowledgs about anO concern for North Carolina's ecojjuiiiiu well- 
being . 

2. NCMA traces its roots to an informal association of 
textile industry leaders begun in 1905. Today, the organization 
represents the interests of manufacturers, include textile 
companies and boat builders, across North Carolina. NCCBl'.s 
Tn.i.KS.H?n .i a Lu aaTcguai'd the S-tate' s' favorable bu.si.nesH ,, cl 1 mntc. 

and counts , ovc-f 2,200 coJnpanies among it.T membors. . .It was 
founded;, in ; IS-JS and ,, seryes as 'Noith Corp.rina':S . Chainber. . of 
C.or™tc.rcc.^^^ . is. a trnrlr, organi xat i ori ..prouioting the 

development of. .the biosciences, industry in .North; ,,, Caroiinn . 
NCEITA i.s, a .non-profit :,mejrl>ership organization .cJed.icated to. 


.•strengthening the. electron ics, . telccoircnunication.s, software, 
Internet and related service, industries in North Carolina. 

3. In order to retain and attract good, job-crcating 
companies. North Carolina needs a fair, stable, and predictable 
business climate. Amici believe that the decision below 
jeopardizes that goal. Moreover, the Department of Revenue (DOB) 
has acknowledged that this case involves legal issues of broad 
applicability and its central legal issue affects many corporate 
taxpayers. Indeed, the Assistant Secretary of Revenue 


Indeed^ 
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responsible for the initial adnd.nistratiT?e decision in this case 
has vrritten that significant niimber of taxpayers [must] deal 
with the implications of the. Final Decision f.i.e. hi.s decision]." 
Michael A. Hannah and C. , Wells Hall. Ill, Worth Carolina Enters 
rhe Delaware Intangible Holding' CcHigaany Fracas , 11 J. of 
Multistate Tdx'n 6 (July 2001). 

4. Applicants' brief woyid be .desirable because, as noted 
above, the outcome of this .case .will eftect North tarolina' s 
business climate, economy, 6nd. many . corporate taxpayers; we have 
\iniqiie, first-hand Icncwledge .about ail three. In addition, a 
nun^ox of individuols affiliated with app'licants axe, expex-t in 
the legal and factual issues central to the cjjso. Our mojcibcrs 
have., fo.r. example, been involved -.in major, .state . and .federal 
rorpora.te , t.ax cane.'?, . and participated , .dnring the :hen.e.Tsl 
As.senibl.y'.s consideration of business fax .statvitos. 

5. Th.o. proposed amici brief, v/hich is . attached., addresses : 
critical legal questi.bns raised by Ix>R's effort to ..impose ,, income 
and franchisd taxes on c^panies with no pliysicnl presence in 
North Carolina including: 

(a) Is there a statutory basis for DOR's action given 
that the taxable year in question is 1994? 

(b) Does such hn assessment pose a burden to 
interstate cpirimerce, particularly commerce 
involving North Carolina? 
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4. As explained Jn the briefs our position is that: 

(a) DOR lacks Q sufficient statutory basis for this 
1994 fiscal year assessinent; and 

(b) this case can and siiould be decided in favor of 
the Petitioners-Appellants on statutory grounds, but, 
if it is not, this Court should find DOR' s approach 
does pose an undue burden on interstate coiiunerce. 

Fox the foregoing reasoxis, applicants believe they satisfy 
the. requirements sot forth in Rule 28(i) for leave to file an 
amici curiae brief. Applicants respectfully rcqiiest that the 
Court, gram. . this motion, consider the accompanying brief when 
addressing the caS^f and, upon considering the merit..'?, reverse 
tlie. decision below. 


Statement of the Federation of Tax Administrators 

The Federation of Tax Administrators opposes enactment of H.R. 3220 for the fol- 
lowing reasons. 

1. There has been no need demonstrated for this violation of principles of fed- 
eralism. 

Whatever impact one assigns to this proposed legislation in terms of revenue or 
practical effects, there has been no demonstration of a need for this bill by its pro- 
ponents beyond some light, anecdotal fare. Principles of federalism dictate that the 
federal government should not encroach on functions of state and local governments 
so integral to their sovereignty as the powers to teix without a clearly demonstrated 
need to do so, and no such need has been demonstrated in this instance. Further, 
the few stories that have been offered purporting to show overreaching by state tax 
agencies involve only de minimis situations - i.e., taxpayers with limited contacts 
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with a state being subjected to that state’s taxes - while absolutely no justification 
has been presented for the bill’s protecting from taxation income in the millions of 
dollars earned in a state that is shifted out of that state into intangible holding com- 
panies. By addressing an asserted problem of companies with relatively minor con- 
tacts with states being assessed with those states teixes with a bill that would pre- 
vent states from taxing the huge amounts of income of multinational corporations 
indisputably earned within their borders, this bill attempts to swat a fly with a 
sledgehammer - and does all the corresponding damage that metaphor implies. 

Especially in recent years, state and local governments have demonstrated a will- 
ingness to work with the business community to develop solutions to problems that 
have been demonstrated to require Congressional attention. For example, state and 
local governments worked with the telecommunications industry to produce the Mo- 
bile Telecommunications Sourcing Act in 2000, to address the problem of how to de- 
termine which tcixing jurisdictions should be able to tax wireless telephone calls 
that can change jurisdictions as they are being made. And, at least partly in re- 
sponse to the U.S. Supreme Court’s acknowledgment of a problem with the com- 
plexity of state and local sales and use tax re^mes in Quill v. North Dakota, state 
and local governments are currently working with many sectors of the business com- 
munity to simplify the sales and use taxes as part of the Streamlined Sales Teix 
Project, with an eye toward leveling the playing field for all types of sellers with 
expanded authority to require tax collection. 

Similarly, if the business community were to demonstrate a significant problem, 
such as complexity in business activity taxes (BAT) or over-agCTessiveness on the 
part of states in imposing such teixes on businesses with only a de minimis presence 
in the state, the state and local governments would be more than willing to work 
on streamlining those taxes and developing uniform de minimis standards. To have 
one of the states’ most integral sovereign fiinctions be compromised as significantly 
as this bill would compromise the states’ ability to tax, requires that the Federation 
of Teix Administrators object to this bill strenuously. 

2. H.R. 3220 does not provide for a physical-presence standard; rather, the 
standard set by the bill is one of physical presence under certain enumerated 
circumstances. 

Despite how it has been characterized by its proponents, H.R. 3220 does not pro- 
vide that a state may teix an entity that has a physical presence in the state. Rath- 
er, the bill provides that, while a state may not teix an entity that does not have 
a physical presence in the state, the state may only tax an entity that has one or 
more of certain types of enumerated physical presences in the state, and that list 
of circumstances excludes some very substantial carve-outs of a variety of types of 
physical presence. Some of those carve-outs fall into what has been characterized 
as a de minimis classification - although it might be questionable to consider having 
an unlimited number of employees in a jurisdiction for three weeks a de minimis 
presence - but there are also complete carve-outs of whole industries or activities, 
such as purchasing, lobbying and gathering news. So, for example, if this bill be- 
came law, a multinational media conglomerate with its headquarters in New York 
City could build a building in Washington, D.C., and staff it with hundreds of full- 
time workers, and the District would be prevented from taxing that company. 

3. Physical presence is not the current legal standard for BAT nexus. 

Without providing a full-blown legal analysis of all of the U.S. Supreme Court’s 
decisions regarding BAT nexus, it is safe to say that the Court has never held that, 
in order for a state to impose a BAT on a nonresident corporation or similar entity, 
that entity had to have a physical presence in the state. In fact, there is no need 
to present an analysis of all relevant Supreme Court cases, because the Supreme 
Court itself told us just that - twice - in its 1992 decision in Quill v. North Dakota, 
504 U.S. 298. 

In Quill, the Court determined that it was going to stay with the standard for 
Commerce Clause nexus for sales and use teix purposes established in its 1967 deci- 
sion in National Bellas Hess, Inc. v. Dept, of Revenue of Illinois, 386 U.S. 753, in 
which the Court held that a vendor whose only contacts with the taxing state were 
by mail or common carrier lacked the substantial nexus required by the Commerce 
Clause. In Quill, the Court referred to this standard, i.e., “the rule that Bellas Hess 
established in the area of sales and use taxes,” as a “bright-line, physical-presence 
requirement.” 

In Quill, the Court was quite explicit in saying that it had never imposed the 
physical-presence requirement for other taxes, saying so twice: “. . . [W]e have not, 
in our review of other types of taxes, articulated the same physical-presence require- 
ment that Bellas Hess established for sales and use teixes . . .” (504 U.S. 314), and. 
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. . [I]n our cases subsequent to Bellas Hess and concerning other types of taxes 
we have not adopted a similar bright-line, physical-presence requirement . . (504 

U.S. 315). Thus, it is clear that the U.S. Supreme Court has never ruled that phys- 
ical presence is the nexus requirement for BAT. 

Beyond the lack of U.S. Supreme Court authority for applying the physical-pres- 
ence requirement to taxes other than sales and use teixes, several state court deci- 
sions have required only the lesser standard of economic presence for such other 
taxes, including, but not limited to: Geoffrey, Inc. v. South Carolina Tax Commis- 
sion, 437 S.E.2d 13 (S.C. 1993), cert, denied, 114 S.Ct. 550 (1993) (income tax); 
Comptroller of the Treasury v. SYL, Ine., and Comptroller of the Treasury v. Crown 
Cork & Seal Co. (Delaware), Ine., 825 A.2d 399 (Md. 2003), cert, denied (U.S., 2003) 
(income teix); General Motors Corp. v. City of Seattle, 25 P.3d 1022 (Wash. Ct. App. 
2001), cert, denied, 122 S.Ct. 1915 (2002) (business and occupation tax); Kmart 
Properties, Inc. v. Taxation and Revenue Dept., No. 21,140 (N.M. Ct. App. 2001), ap- 
peal pending (income tax); and, Borden Chemicals and Plastics, L.P. v. Zehnder, 726 
N.E.2d 73 (111. App. Ct. 2000), appeal denied, 731 N.E.2d 762 (111. 2000) (replace- 
ment income tax). 

Therefore, while proponents of H.R. 3220 assert that the bill reflects the current 
state of the law, it clearly does not. 

4. Physical presence should not be the nexus standard for BAT. 

Physical presence should not be the nexus standard for BAT for many reasons, 
including the following: 

It encourages tax planning. Especially as it is structured in H.R. 3220, a physical- 
presence standard encourages corporations to engage in tax planning aimed at shift- 
ing income away from a taxing state in which it is earned. For example, a corpora- 
tion could spin off a holding company to hold its intangibles, such as trademarks 
and patents, and incorporate that subsidiary in a low-or-no-teix state such as Dela- 
ware, and then have that holding company license the use of the trademarks back 
to the affiliate that operates the stores throughout the states, with the royalties 
flowing back to the holding company approximating the operating company’s income 
- thereby shifting the income earned where the stores are located, to Delaware 
(while the operating company takes a deduction for royalties paid, and the holding 
company loans the funds back to the operating company, with another deduction to 
the operating company for interest on the loans). H.R. 3220 would prevent a state 
that was home to the operating stores from assessing the Delaware holding com- 
pany with tax on the income earned in its state, as South Carolina successfully did 
in Geoffrey, Inc. v. South Carolina Tax Commission, 437 S.E.2d 13 (S.C. 1993), cert, 
denied, 114 S.Ct. 550 (1993), because the holding company would not have a phys- 
ical presence in the taxing state, as physical presence is defined in the bill. Iron- 
ically, as this example illustrates, while proponents of the bill assert that “busi- 
nesses should pay tax where they earn income,”^ this type of tax planning encour- 
aged by H.R. 3220 would have exactly the opposite effect. 

Also, while proponents of the bill might dismiss any concern about tax planning 
that would result from the bill as speculative, it is clear that such planning would 
occur. First, it is already occurring, as demonstrated by decisions like Geoffrey and 
many others, as well as similar cases in states’ administrative pipelines, not to men- 
tion situations the states are not aware of. Moreover, while this tax planning might 
currently be considered risky - and not worth the risk to some corporations who 
might fear the cost of not having their teix planning upheld by the courts, including 
the penalties and interest that would be incurred - enactment of this legislation 
would not only ratify all the current planning that is going on, but also essentially 
require boards of directors of corporations that are in a position to do so to engage 
in all levels of such planning that would be made available under this bill, as a mat- 
ter of their fiduciary duties to their shareholders. 

The assertion that an out-of-state seller derives no benefit from a state in which 
it has no physical presence is “indefensible.” A proponent of H.R. 3220 states, “The 
underl 3 dng principle of this legislation is that states and localities that provide bene- 
fits and protections to a business, like education, roads, fire and police protection, 
water, sewer, etc., should be the ones who receive the benefit of that business’ taxes, 
rather than a remote state that provides no services to the business.”^ Two noted 
scholars in the field of state and local taxation responded to a similar statement, 
and to the “no taxation without representation” argument, as follows: 


1 Statement of Arthur Rosen on H.R. 3220, May 13, 2004, p. 5. 

2 Ibid., p. 3. 
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This line of reasoning is indefensible, whether the benefits corporations re- 
ceive are defined broadly, to mean the ability to earn income, or defined 
more narrowly to mean specific benefits of public spending, one of which 
is the intangible but important ability to enforce contracts, without which 
commerce would be impossible. A profitable corporation clearly enjoys both 
types of benefits. It is true that in-state corporations may receive greater 
benefits than their out-of-state counterparts, for example, because they 
have physical assets that need fire and police protection. But that is a ques- 
tion of the magnitude of benefits and the teix that is appropriate to finance 
them — something that is properly addressed by the choice of apportionment 
formula and the tax rate, not the type of yes/no question that is relevant 
for issues of nexus. The answer must clearly be a resounding yes to the 
question of whether the state has given anything for which it can ask in 
return. 

A second invalid argument relies on the Revolutionary War rallying cry “no 
taxation without representation.” Opponents of tighter nexus rules suggest 
that those rules would violate the basic American principle that there 
should be no taxation without representation. That argument fails on sev- 
eral grounds. First, not all rall3dng cries of the Revolutionary War made 
their way into the Constitution. An inviolate link between the right to vote 
and the duty to pay teix is not among those that did. Individuals who lack 
the right to vote due to nonresidence are nonetheless (properly) teixable. 
Second, virtually all of the taxes under discussion here are (or would be, 
under a tighter nexus standard) paid or collected by corporations, not by 
individuals. Because corporations do not vote, this argument is something 
of a red herring. Beyond that, out-of- state taxpayers, whether actual or po- 
tential and whether corporations or individuals, have the same right to be 
represented by lobbyists as do in-state corporate and individual taxpayers. 
Indeed, corporate officials can probably do their own lobbying without run- 
ning afoul of existing nexus standards, let alone sensible ones. Thus, this 
charge lacks substance. Third, the same argument could be made against 
payment of property taxes. Finally, and most fundamentally, the type of 
taxation that would occur under sensible nexus rules would not discrimi- 
nate against out-of-state business (something the U.S. Supreme Court 
would not countenance). Rather, sensible nexus rules would prevent dis- 
crimination in favor of out-of-state business by subjecting them to the same 
rules as in-state businesses, except as required to prevent excessive com- 
plexity. Even if it were true that out-of-state businesses had no representa- 
tion, it is difficult to see the harm in requiring that they pay or collect the 
same teixes as their in-state competitors. (With uniform teixation, in-state 
businesses can be expected to help protect the interests of their out-of-state 
competitors in the political arena, because they will pay the same taxes. 

A physical-presence standard, especially as structured in H.R. 3220, is fundamen- 
tally unfair, as it favors out-of-state businesses over instate businesses, and big busi- 
nesses over small businesses. H.R. 3220 favors big over small, for, while there is 
nothing in the bill that specifically limits its protections to bigger businesses, in 
practical terms, bigger businesses will have more opportunities available to them to 
engage in the tax-planning activities discussed above. For example, a corporation 
cannot simply establish an affiliate in a low-tax state and assign all of its income 
to that affiliate; if that were to happen, the original teixing state could disregard the 
second corporation as a sham. Instead, there must be at least the guise of a busi- 
ness purpose for setting up that second corporation, and that guise is more available 
to larger corporations that will, for example, have trademarks to put into another 
entity and then license back to the original corporations. Mom-and-pop-type oper- 
ations most likely do not have those options, and likely do not have the resources 
to pay for the tax-planning services necessary to develop those options. 

H.R. 3220 also favors out-of-state businesses over in-state businesses, as illus- 
trated by the banking industry. Banking is an activity that has proven particularly 
adaptable to the electronic age, with seemingly every service a bank offers - includ- 
ing savings accounts, loans, and investments - able to be conducted without the cus- 
tomer’s presence in a bank building. Under H.R. 3220, the smaller local bank with 
an office in the state will have to pay all of the state’s taxes, while the out-of-state 
bank, which would most likely already be larger and therefore operating with the 
advantage of a number of economies of scale, will also be free of taxes imposed by 

^Charles E. McLure and Walter Hellerstein, “Congressional Intervention in State Taxation: 
A Normative Analysis of Three Proposals,” State Tax Today, March 1, 2004. 
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the state where it has a substantial customer base - thereby producing a multiple 
hit on the community, by taking the local bank’s customers away while not pro- 
viding any jobs to the community or paying taxes to the community. 

That is another problem with a physical-presence standard: it discourages a busi- 
ness from investing in the communities in which it does business, because the busi- 
ness is motivated to concentrate all of its plant and payroll in tax havens. If, how- 
ever, the common nexus standard were based on where a business is doing business, 
i.e., economic presence, a business’s decisions about where to locate its property and 
employees would not be driven by tax considerations, but rather, by market and 
other economic factors. 

5. The current nexus standard is economic presence. 

The current standard for sufficient nexus for a state to impose a BAT on an entity 
operating in interstate commerce under the federal constitution is an economic pres- 
ence in the state. For example, in its 1944 decision in International Harvester Co. 
V. Wisconsin Department of Taxation, 322 U.S. 435, 441, the U.S. Supreme Court 
upheld a Wisconsin dividend tax imposed on nonresident shareholders, stating that 
personal presence within the state was not essential to the constitutional levy of the 
tax, and no subsequent decision has held otherwise for purposes of a BAT. 

The economic presence standard could take a variety of forms, including, for ex- 
ample, a set amount of property, payroll and/or sales in a state, as has been pro- 
posed by both scholars in the field and the Multistate Teix Commission. So, to illus- 
trate, at a certain level of business activity in a state, a multistate bank would be 
viewed as having a sufficient economic presence in the state to support that state’s 
imposition of its teixes on the bank. Currently, several states have chosen to not im- 
pose their BATs to the full extent allowed by the federal constitution, by allowing 
different levels of economic presence without triggering the imposition of a BAT, 
which seems to be a healthy illustration of federalism at work. 

6. Beyond the general change in the nexus standard for BAT, H.R. 3220 makes 
other changes to existing law. 

H.R. 3220 would negate U.S. Supreme Court decisions upholding attributional 
nexus through independent contractors, such as Tyler Pipe Industries, Inc. v. Wash- 
ington State Dept, of Revenue, 107 S.Ct. 2810, a 1987 decision upholding the imposi- 
tion of Washington’s business and occupation tax based on the use of an in-state 
sales representative, characterized as an independent contractor. Section 3(b)(2) of 
H.R. 3220 prohibits taxation based on the use of a non-employee in the state “to 
establish or maintain the market in that State,” when that non-employee “performs 
similar functions on behalf of at least one additional business entity during the tax- 
able year.” In Tyler Pipe, the Court employed the same language used in the bill, 
when it quoted the lower court for the proposition that “the crucial factor governing 
nexus is whether the activities performed in this state on behalf of the teixpayer are 
significantly associated with the taxpayer’s ability to establish and maintain a mar- 
ket in this state for the sales.” The intention of this provision to overturn the impact 
of cases like Tyler Pipe is clear; under the bill, so long as an independent contractor 
was not captive, i.e., it was used by at least two entities, whether related or not, 
that independent contractor would not supply nexus for any of its employers. 

Also, while different numbers of states’ tax laws regarding what type of presence 
in the state constitutes sufficient nexus for imposing their taxes would be over- 
turned in var 3 dng degrees, every state with a business activity teix considers the 
presence of a building in the state sufficient nexus, but H.R. 3220 provides that, for 
some industries, even the ownership of a building with a permanent staff would not 
constitute sufficient nexus. 

7. The bill’s expansion of P.L. 86-272 is unwarranted. 

On the one hand, H.R. 3220 purports to establish a physical-presence standard, 
but, on the other hand, it expands Public Law 86-272 to cover even more activities 
constituting physical presence than the law covers today. P.L. 86-272 was adopted 
as a “stop-gap” temporary measure in 1959 to give people time to adjust a Supreme 
Court decision, but has been allowed to exist well beyond its usefulness, and now 
is being considered for expansion. An expansion of P.L. 86-272 would contradict 
both the purported purpose of this bill and the tide of business moving into the elec- 
tronic age. 

8. The bill’s carve-outs for particular industries produce outrageous results. 

Under Section 3(b)(l)-(3) of H.R. 3220, leasing or owning real property would con- 
stitute a taxable physical presence except for such property used for a variety of ac- 
tivities - such as “activities in connection with a possible purchase of goods or serv- 
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ices for the business,” lobbying and gathering news - so long as the state is not the 
state of incorporation or commercial domicile. Therefore, a broadcasting network 
could erect a building in a state, and staff it with numerous full-time employees en- 
gaged in “gathering news,” and still not be subject to a business activity teix in the 
state. For all other industries, merely placing employees into a separate employ- 
ment affiliate could be enough to prevent buildings and factories in the state from 
creating nexus. Thus, under the bill, simple paper restructurings could easily pre- 
empt state taxation, even where the ex-taxpayer maintains large amounts of plant 
and equipment in the state. 

9. The timing of this bill contradicts other activity by Congress. 

As noted above, H.R. 3220 not only authorizes and promotes, but could compel 
for fiduciary reasons, what is now considered risky tax planning that makes use of 
a variety of means of sheltering income earned in a state. This effect directly con- 
tradicts the current activity of Congress in eliminating a variety of teix-shelter ac- 
tivities for federal income teix purposes. 

The bill also contradicts Congress’s consideration of bills expanding the authority 
of states to require collection of sales and use teixes by interstate sellers; in that 
situation. Congress is considering undoing the current physical-presence require- 
ment for purposes of the only teixes for which that standard is required, sales and 
use teixes, while H.R. 3220 would impose a nexus standard narrower than physical 
presence on taxes for which the physical-presence standard is not now the law. 

Whether or not the bill falls within Congress’s powers under the Commerce 
Clause, this is not an appropriate preemption Congress should be imposing on the 
states. A state’s ability to function is dependent on its ability to fund its operations, 
and the decisions about how to do that are best made at the state level. States gen- 
erally oppose the federal government’s preemption of their options to tax, but have 
not done so dogmatically. As noted above, state and local governments have worked 
with the business community to address the problem of how to source wireless tele- 
phone calls, and are currently working closely with the business community to 
streamline sales and use teixes. In both of those instances, states have worked with 
the business community to address the problems at hand, and then taken those so- 
lutions to Congress for their implementation. In this situation. Congress is consid- 
ering imposing draconian measures on states where there has not even been a seri- 
ous problem demonstrated to exist. That is not the role of Congress in our federalist 
system. 


Prepared Statement of Multistate Tax Commission 
I. Introduction 

The Multistate Teix Commission is an organization of state governments that 
works with teixpayers to administer, equitably and efficiently, tax laws that apply 
to multistate and multinational enterprises. Created by the Multistate Tax Com- 
pact, the Commission is charged by this law with: 

• Facilitating the proper determination of State and local teix liability of 
multistate teixpayers, including the equitable apportionment of teix bases and 
settlement of apportionment disputes; 

• Promoting uniformity or compatibility in significant components of tax sys- 
tems; 

• Facilitating taxpayer convenience and compliance in the filing of tax returns 
and in other phases of teix administration; 

• Avoiding duplicative taxation. 

Among the tasks delegated to the Commission is the responsibility to recommend 
uniform nexus standards for the jurisdiction of states to tax multistate companies. 
Further, the Compact incorporates the Uniform Division of Income for Teix Purposes 
which provides specific guidance for how income should be divided among the states. 
In particular, it establishes a policy standard that the income that is reported to 
a state should “fairly represent” the business activity in that state. This policy 
standard is an important benchmark used here to evaluate H.R. 3220. 

The Commission was created in 1967 as an effort by states to protect their tax 
authority in the face of previous proposals to transfer the writing of key features 
of state tax laws from the state legislatures to Congress. For that reason, the Com- 
mission has been a voice for preserving the authority of states to determine their 
own tax policy within the limits of the U.S. Constitution. 
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Forty-five States (including the District of Columbia) participate in the Commis- 
sion, as Compact Members (21), Sovereignty Members (3), Associate Members (18), 
and Project Members (3). 

The Commission is pleased to provide its views on HR 3220, the Business Activity 
Tax Simplification Act. 

II. HR 3220 Unravels the Core Principles of Federalism 

HR 3220 would have a profound impact on the principles of federalism and the 
delicate balance in the federal/state relationship. For over 225 years, Congress has 
recognized the sovereign authority of states to raise revenue. HR 3220 would de- 
stroy this core principle and supplant the authority and judgment of state and local 
elected officials with the judgment of Congress. HR 3220 would result in shifting 
the entire burden of funding state and local government onto individual state resi- 
dents and local businesses that, because of their nature, are unable to take advan- 
tage of the myriad of tax planning opportunities established in the legislation. Both 
local and out-of-state businesses impose social costs on state and local infrastructure 
and it is entirely reasonable for state legislatures to require all businesses to as- 
sume a fair share of the cost of supporting those services. As stated earlier, all 
states currently share this belief and any action by Congress to summarily invali- 
date the laws of these states would do great damage to our federal system of govern- 
ment. 

III. The Current Doing Business Standard vs. Proposed Physical 
Presence: Sales and Profits Do Matter 

Corporate income taxes and other business activity teixes have been based from 
their beginning on the twin concepts of teixing income based on the teixpayer’s resi- 
dence and on where income is earned-its source. Source taxation taxes economic ac- 
tivity that occurs within a state regardless of how that activity is conducted. State 
corporate income teixes are imposed generally either on the “privilege of conducting 
business” in the state or on “income earned" within the state. The Supreme Court 
has made very clear that sales into a state are one of the prime factors for deter- 
mining that income is earned in that state. Courts have affirmed the application of 
these teixes to those who are participating in a state’s economy whether through 
physical presence or the use of intangibles such as ownership of stock, trademarks, 
patents, and the like, or by selling a product into a state even in the absence of 
any property (tangible or intangible) or people in the state. 

By advocating that companies should be taxed only where they have a physical 
presence, proponents of this concept suggest that sales are not an integral part of 
income-producing activities. It is conceptually and factually wrong to suggest that 
companies can derive income (and thus, profits) without making sales. Without a 
market or customers, no sales can occur, no income is generated and no profits are 
made. 

With respect to multistate companies, states, with the full support and encourage- 
ment of the U.S. Supreme Court, have developed over the last eight decades a func- 
tional, fair, and equitable system of attributing income among the states in which 
such companies do business. That system consists of apportioning income-sharing 
the tax base-through formulas based on real economic activities engaged in by the 
company: property, payroll and sales. The Supreme Court has been very protective 
to insure that states do not discriminate against multistate businesses and has also 
made sure that state taxes are fairly apportioned. 

One important goal of the system of income taxation established by the states is 
to ensure equal treatment between out-of-state companies doing business in a state 
and local businesses. Ideally, if an out-of-state company and a local business both 
earn $100,000 of profits from within a state, that amount of income should be taxed 
equally by the state. This goal of equity is especially important when the two busi- 
nesses compete directly with each other for the same customers. Unfortunately, H.R. 
3220 would result in a large number of cases where the $100,000 profit earned in 
a state by the out of state company would become effectively exempt from taxation, 
while the tax burden would continue to fall on the local business. 

H.R. 3220 would disrupt the proper functioning of this long standing state income 
tax system by allowing companies to artificially shift income away from where a 
company is earning the income to tax haven locations. H.R. 3220 establishes a sys- 
tem of “headquarters only” teixation that is directly counter to the system of sharing 
the tcix base among the states where real economic activity is occurring. A “head- 
quarters only” system is a colonial concept of teixation that allows companies to earn 
income and benefit from the services of other jurisdictions, but does not ask them 
to make a fair payment for the use of those public services. 
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H.R. 3220 purports merely to simplify tax rules by establishing a bright line 
nexus standard. This characterization is wrong on many counts. The legislation does 
not establish a bright line of physical presence but contains many exceptions where 
even taxpayers that have clear and substantial physical presence would be protected 
by the legislation from paying tax on the income they earn in a state. Moreover, 
physical presence is inevitably an unworkable standard as all the litigation that has 
followed from the Quill Corp. v. North Dakota decision has shown. Fundamentally, 
even remote businesses find they need to have contacts in a state to service their 
customers or to protect their interests. Businesses use sales representatives in 
states to increase sales. They hire attorneys to sue customers who have not paid. 
They send in employees or agents to perform installation or warranty work. The 
supposed “abuse” cited by the Smithfield Farms witness at the hearing was really 
an indictment of P.L. 86-272, not of the New Jersey tax agency. The company clear- 
ly had a physical presence in New Jersey when it was stopped for tax purposes. The 
company argued that its activities were limited to those protected by P.L. 86-272, 
but that could not be determined except after the fact. The dispute in that instant 
was a precursor to expanded disputes that would occur under H.R. 3220, where a 
company would for all outward appearances have a physical presence, but would 
claim that it was exempt under the numerous provisions purportedly defining phys- 
ical presence. In other words, a bright line physical presence would not necessarily 
be a physical presence under the bill. How is a teix agency supposed to determine 
that a physical presence exists? Physical presence can also be hidden and manipu- 
lated by less responsible taxpayers in ways that invite abuse. It is not easy for state 
tax agencies to discover physical presence. Thus, in practice, a physical presence 
standard leads not to equitable certainty in the application of the law, but to uneven 
and uncertain tax results: some companies will be discovered and too many others 
will be hidden. 

It is disingenuous to pretend that market states provide nothing to businesses 
that make sales there. An educated, financially prosperous, secure market is essen- 
tial for a business to prosper. Recent studies have shown that spending for higher 
quality schooling adds to the growth rate of Gross Domestic Product (GDP). State 
and local taxes pay for more than 90 percent of the costs of the education of its citi- 
zens. Clearly, this spending provides a direct benefit to companies making sales into 
a state, because higher incomes generated by educational investments 3 deld higher 
sales and profits for those companies. Furthermore, states and local governments 
provide court systems that give remote sellers confidence to sell to consumers in 
other states knowing they can get recourse in courts in the customers’ states and 
give customers the confidence to buy from remote sellers because the customers 
know they can get recourse in their own courts against the remote sellers. Finally, 
state and local governments provide roads and police and fire protection that ensure 
that the goods purchased from remote sellers will arrive safely. 

The argument that companies selling into a state without a physical presence do 
not receive the benefits of public services from the market state is simply wrong. 
In analyzing the “no benefits without a physical presence argument,” noted tax ex- 
perts Walter Hellerstein and Charles McLure have stated: 

This line of reasoning is indefensible, whether the benefits corporations re- 
ceive are defined broadly, to mean the ability to earn income, or defined 
more narrowly to mean specific benefits of public spending, one of which 
is the intangible but important ability to enforce contracts, without which 
commerce would be impossible.^ 

H.R. 3220 disrupts source teixation by preempting states from teixing companies 
that do business in or earn income from within a state, regardless of whether or 
not they have physical presence. However, even a company with major physical 
presence in a state can still shift income away from that state. Under HR 3220, a 
company can create a subsidiary to hold intangibles such as its trademarks that are 
then licensed to the in-state stores. A company can have a significant number of 
employees in a state earning income and assign those employees to an out-of-state 
subsidiary to avoid taxation. A company could even have a building located in a 
state, but benefit from tax-planning opportunities in the legislation to avoid state 
taxes. These are just a few examples of physical presence that would be shielded 
from tcixation under HR 3220 that would allow most, if not all, businesses to escape 
taxation. 

HR 3220 would overturn well-developed law in many states which recognizes that 
a business that utilizes new technologies to exploit a state’s market has no less 


2 Charles E. McLure and Walter Hellerstein, “Congressional Intervention in State Taxation: 
A Normative Analysis of Three Proposals, State Tax Notes, March 1, 2004. 
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presence in the state than a local business. Indeed, if presence is measured by sales 
an out-of-state company may well have a greater presence in a state’s economy than 
a large number of small, local businesses including those with which it directly com- 
petes. The legislation would preempt state jurisdiction to teix based on the use of 
intangible property in a state or sales made into a state. Both out-of-state and local 
businesses benefit from and impose costs on state services such as education, com- 
mercial laws, the state judicial system, and police protections, for which each busi- 
ness should pay its fair share. To exempt remote business from the obligation to 
contribute to the infrastructures and place the entire burden on local businesses 
would allow remote businesses to earn significant income in a state without making 
any contribution toward state services it receives or costs it imposes on a state. 

IV. Tax Policy Considerations 

a. HR 3220 promotes tax sheltering that would shift the tax burden un- 
fairly to local businesses. HR 3220 is bad tax policy-it is neither simple, 
efficient or equitable. It would legitimize teix sheltering strategies that 
some multistate businesses use to shift income artificially out of the 
state where it was earned to a state or foreign country that does not tax 
that income.^ Indeed, it will even require public companies that cur- 
rently disdain tax sheltering to shift income in this manner because of 
the fiduciary duty of the company’s officers to shareholders to reduce the 
company’s tax liability. The result will be that multistate companies 
would secure a teix reduction to the disadvantage of purely local busi- 
nesses. The Congressional Research Service recognized this failing of HR 
3220 in its recent analysis stating: “The new regulations as proposed in 
H.R. 3220 could exacerbate underlying inefficiencies because the thresh- 
old for business-the 21-day rule, higher than currently exists in most 
states-would increase opportunities for teix planning leading to more “no- 
where income”. In addition, expanding the number of transactions that 
are covered by P.L. 86-272 also expands the opportunities for tax plan- 
ning and thus tax avoidance and possible evasion.”^ 

b. HR 3220 would have the effect of stifling economic development. HR 
3220 creates a number of winners but also many losers in the business 
world. Some corporations could escape tax liability in every state where 
it does business except in the state of the corporation’s domicile. The re- 
sult is that more of the tax burden is shifted onto small businesses with 
few resources and local businesses which will almost certainly reduce-or 
even eliminate-their ability to compete in the marketplace. Most impor- 
tantly, HR 3220 could freeze economic development in place as more and 
more businesses seek to minimize their physical presence in a taxing ju- 
risdiction. If a physical presence standard were established, companies 
would have a disincentive to move jobs and investments into states 
where they have customers. Under a physical presence regime, a com- 
pany making investments in a state into which they market would sud- 
denly face a new business tax liability. Under the existing “doing busi- 
ness” standard, the company should already be pa 3 dng income taxes to 
that state. A physical presence standard would have the ironic and high- 
ly negative economic effect of inhibiting the free flow of investment 
across state boundaries. 

c. HR 3220 adds complexity to state tax laws and insures years of litiga- 
tion. Supporters of HR 3220 claim the legislation’s physical presence re- 
quirement establishes a “bright line” for determining whether a business 
does or does not have nexus with a state. Certain provisions in the pro- 
posed legislation belie this assertion-they are neither a physical presence 
test nor a bright line test. Rather, HR 3220 contains a myriad of provi- 


^ In plain terms, “tax sheltering” for state tax purposes means here that income is not being 
reported in proportion to the business activity in the state that gave rise to the income. Instead, 
the income is being shifted to other locations. Tax sheltering may or may not be technically legal 
in various instances, but all tax sheltering falls short of the policy standard of the Uniform Divi- 
sion for Tax Purposes Act that income should be reported to states so that it “fairly represents” 
where the business activity giving rise to that income occurs. Tax sheltering is to be distin- 
guished from legitimate tax planning which involves changing real business activity-the location 
of jobs, facilities or sales-among states to take advantage of lower tax rates. 

^ Congressional Research Service, ’’State Corporate Income Taxes: A Description and Anal- 
ysis”, March 23, 2004, p. 14. 
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sions that would allow businesses to establish a physical presence in a 
state and yet escape business activity tax liability altogether. 

Examples of the inequities created by the legislation abound. The physical pres- 
ence exception granted to businesses engaged in gathering news and event coverage 
is illustrative. This provision would allow an out-of-state news organization to locate 
substantial amounts of real and tangible property and employees in a state yet es- 
cape business activity tax liability. This is unfair to in-state taxpayers and also 
other out-of-state taxpayers who would remain subject to a state’s business activity 
tax solely as the result of engaging in a type of business which would not be pro- 
tected by HR 3220. 

H.R. 3220’s requirement that a business be physically present in a state in order 
to be subject to business activity taxes allows companies to shift income earned in 
a jurisdiction where they are physically present to a jurisdiction that imposes no 
business activity tax. A company could set up a subsidiary holding company in a 
no-tcix state, and transfer ownership of its intangible assets-trademarks, patents 
and the like-to its subsidiary. The subsidiary then licenses the use of such intangi- 
bles back to the parent, for which it receives royalties from the parent company. The 
parent continues to do business in states where it has both a physical presence and 
sales, but the income earned is shifted out of the state in the form of royalties to 
the subsidiary holding company. 

The interplay between sections of the legislation excepting certain activities in a 
state from the physical presence rule and those excepting certain kinds of tangible 
property present in a state is also unfair to businesses that do not participate in 
such activities, or that own property for different purposes than that allowed by the 
exception. 

For example, the exception to the physical presence rule allowing the presence of 
employees in a state who meet with government officials for purposes other than 
selling goods or services permits that out-of-state company to own substantial prop- 
erty as long as that property is used to meet with government officials. A lobb 3 dng 
concern could own retreat facilities, conference facilities or even a condominium for 
use by the employees when they visit a state to lobby. 

The nexus exception pertaining to the presence of tan^ble property owned by a 
nonresident company located in a state for purposes of being manufactured, assem- 
bled and the like is also unfair to other out-of-state businesses that own similar 
property that is present in a state for different reasons. A nonresident company 
could own millions of dollars of property in the form of hazardous materials, ma- 
chinery components, etc. in a state, which imposes a significant cost to the state in 
the form of services the state provides, such as police and fire protection. Yet, under 
this provision, that company escapes paying its fair share of a portion of the service 
the state renders. 

HR 3220 is bad tax policy because it violates a major canon of good tax policy 
articulated by Adam Smith more than 225 years ago-tax neutrality-taxes should 
interfere as little as possible with business decisions. H.R. 3220 violates this impor- 
tant principle by influencing the way a business organizes itself and influencing a 
firm’s choice of location. H.R. 3220 subsidizes the activities of out-of-state businesses 
and shifts a greater burden of taxation onto local businesses and individual tax- 
payers. 

V. HR 3220 Would Overrule Tax Laws in Virtually Every State 
Based on Economic Activity 

HR 3220 would overrule state and local laws currently in effect in virtually every 
state. HR 3220 applies not only to the corporate income tax, but to other business 
activity taxes such as public utility gross receipts taxes and gross receipts teixes 
such as the Washington State Business and Occupations Tax. With a very few ex- 
ceptions, most states and localities impose at least one business activity tax as a 
result of economic activity irrespective of whether the company has a physical pres- 
ence. For example, Maryland imposes its corporate income teix to the full extent al- 
lowed by the U.S. Constitution. Nexus exists in New Mexico when a corporation 
transacts business in or into New Mexico or has a corporate franchise in the state. 
In South Carolina, every C corporation doing business in the state is subject to the 
corporate income tax. “Doing business” is defined as the operation of any business 
enterprise or activity in South Carolina for economic gain. Maryland, South Caro- 
lina, and New Mexico have successfully defended their economic presence nexus 
standard against Commerce Clause challenges in their state court systems; the 
United States Supreme Court has denied review of the Maryland and South Caro- 
lina cases. HR 3220 would statutorily overrule both the state tax statutes in these 
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states and the judicial decisions that have sustained the statutes against constitu- 
tional challenge. Congress should respect the considered judgment of state legisla- 
tures and courts and not impose such an ill-advised jurisdictional requirement on 
the states. 


VI. Possible Solutions 

In context, HR 3220 is an overreaching proposal that seeks to resolve an issue 
absent consideration of fact, analysis, or current law. While businesses have pro- 
vided several limited examples of controversy with state revenue departments, rev- 
enue commissioners have reported few current instances of taxpayer complaints re- 
lating to assessment of business activity teixes. Regardless of the perceived extent 
of the problem, finding a solution to the problem-if one is needed-is a matter best 
left to states and businesses themselves. 

There is ample recent history of states and businesses working together to find 
solutions to tcix and non-tax issues. In 2001, states, local governments, and the tele- 
communications industry successfully completed negotiations to formulate sourcing 
rules for mobile telecommunications services. These rules have now been adopted 
by more than 30 states and ratified by Congress. Similarly, states, local govern- 
ments, and businesses are in the midst of a multi-year cooperative effort to mod- 
ernize, streamline, and simplify state and local sales tax laws as a part of the 
Streamlined Sales Tax Project. Once completed, this effort will result in administra- 
tive cost savings to both sellers and states and provide a mechanism to insure a 
level playing field among all sellers in the marketplace. Similarly, rulemaking-on 
tax and non-tax issues — undertaken by states involves substantial input and con- 
sultation with the business community. 

The sourcing and sales tax projects are examples of specialized, highly technical 
areas of state tax law that challenged states and businesses in negotiating solutions 
that resulted in fairness and equity to all parties. Any attempt to revise current 
state business activity teix laws commands the same consideration. As business op- 
erations evolve and recognizing the needs of both states and the business commu- 
nity for continual refinement in the business activity tax area, the Commission has 
already developed a proposal for consideration. In 2002, the Commission adopted 
Policy Statement 02-02, which sets forth the Commission’s views on the economic 
presence standard for imposition of business activity teixes. Policy Statement 02-02 
also includes the Commission’s Factor Presence Nexus Standard for Business Activ- 
ity Taxes, which bases a company’s liability for business activity taxes on a thresh- 
old amount of a company’s property, payroll, or sales in a state. The Factor Presence 
Standard is a fair, balanced approach to imposition of business activity teixes that 
provides equity between in-state and out-of-state businesses while eliminating in- 
stances of double taxation or instances where businesses may be assessed tax for 
minor amounts of presence in a state. This standard would also make it clear, read- 
ily apparent and certain to both companies and tax agencies when a company would 
have nexus with a state-thus producing greater equity and uniformity in the actual 
application of the tax law to different businesses. In addition, the Commission has 
offered to initiate discussions between states and businesses, the goal of which 
would be to find common ground on simple, clear, uniform nexus standard for busi- 
ness activity taxes. Thus far, the business community has been reluctant to engage 
in these discussions. 

Ultimately, a cooperative effort by both states and businesses-one that includes 
a thorough analysis of current business activity teix nexus statutes as well as con- 
troversies that have arisen between businesses and states-is the best method for 
maintaining viable state tax systems. 

We hope this information is helpful to the Subcommittee and its staff during its 
ongoing consideration of HR 3220. The Commission would welcome the opportunity 
to answer any questions that Subcommittee Members and staff may have. 


Prepared Statement of Martha E. Stark, Commissioner, New York City 
Department of Finance 

Mr. Chairman and members of the Committee, my name is Martha Stark and I 
am the Commissioner of Finance for the City of New York. On behalf of Mayor Mi- 
chael R. Bloomberg, I want to express my strong opposition to H.R. 3220, the Busi- 
ness Activity Teix Simplification Act of 2003. This bill would cause New York City 
to lose as much as $100 million a year in business tax revenue, undermining the 
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fragile economic recovery that New Yorkers, with Washington’s help, have worked 
so hard to achieve. 

The keys to New York’s thriving business community are safe neighborhoods, 
well-maintained infrastructure, good schools and other essential services. By adopt- 
ing a new, restrictive definition of what activities constitute nexus, H.R. 3220 would 
effectively limit the tax base of state and local governments to resident individuals 
and to businesses with a high level of physical presence in the jurisdiction beyond 
the level of contacts required by existing constitutional principles. If H.R. 3220 be- 
comes law, the burden for providing those services through tax revenue would be- 
come greater not just for local corporations and mom-and-pop stores, but ultimately 
for every taxpayer in New York. That, in turn, would encourage those teixpayers ei- 
ther to leave the jurisdiction or resort to increasingly sophisticated teix avoidance 
schemes. States and the federal government would then have to devote increasing 
amounts of resources to fighting those schemes. Moreover, by protecting out-of-state 
businesses from taxation in many jurisdictions, HR 3220 would lead to a substantial 
increase in the amount of “nowhere” income earned by businesses - i.e., income not 
taxable by any jurisdiction. 

H.R. 3220 is based partly on the premise that taxing authorities are attempting 
to impose taxes on businesses that have a substantial nexus with the jurisdiction 
as required by the Constitution, but no physical contacts with the jurisdiction. In 
fact, this is not widespread and is certainly not the case in New York. Even where 
a substantial nexus is found to exist, constitutional principles require that the 
amount of an entity’s income allocated to a taxing jurisdiction be proportionate to 
its activity there, resulting in a small teix liability for firms with only a limited pres- 
ence in a jurisdiction. New York has actually adopted nexus safe-harbor rules in re- 
cent years permitting out-of-state businesses to engage in certain activity in the 
state, such as attending trade shows or having advertising appear on a server or 
website belonging to a third party, without incurring tax liabilities. 

Taxing jurisdictions are under ever-increasing pressure to attract or retain busi- 
nesses. One way to do that is to lower the tax burden on traditional “bricks and 
mortar” businesses by giving greater weight in business income teix apportionment 
formulas to the location of a business’ markets. To the extent those bricks and mor- 
tar businesses have markets outside the jurisdiction, their taxes would be lowered. 
Proponents of so-called market-state sourcing frequently point to the potential high- 
er revenues generated for states where markets are located as offsetting the lost 
revenue from brick and mortar businesses. 

But this offset is only possible if jurisdictions are allowed to broaden the tax base 
by taxing out-of-state businesses that derive income from the jurisdiction’s markets. 
Legislation such as HR 3220 would move in the opposite direction by making it even 
harder to tax out-of-state businesses that come into a jurisdiction and derive profits 
from customers there. 

H.R. 3220 is also based on the premise that it simplifies taxation by providing 
a bright line test. Although multi-state businesses have to contend with the admin- 
istrative burden of compliance in multiple teixing jurisdictions whose laws are not 
uniform, H.R. 3220 does not address those concerns by fostering consistency among 
state and local taxing schemes. It simply enables businesses to conduct a multi-state 
business tax-free in many jurisdictions. New York City and other jurisdictions have 
treated businesses without a physical presence very favorably. H.R. 3220 would dis- 
rupt the balance that New York City and others have achieved, tipping the scales 
in favor of businesses that reap substantial financial benefit from New Yorkers but 
do not physically locate within the City. 

Combined reporting - which treats a group of affiliated companies engaged in re- 
lated economic activities as one taxpayer — is crucial to the ability of teixing jurisdic- 
tions to reflect correctly the income earned within their borders by affiliated compa- 
nies with substantial inter-corporate transactions. Among other things, under H.R. 
3220 the combination rules of New York and other combination states could become 
inoperative with regard to non-nexus corporations. 

Equally troubling, H.R. 3220 would allow businesses to engage in significant eco- 
nomic activities within a jurisdiction without triggering nexus. Among these activi- 
ties are: 

• Conducting business through an agent in a taxing jurisdiction as long as the 
agent acts for at least two principals. The principals and agent can be related 
and any pricing between them may not be at arm’s length. Taxing jurisdic- 
tions would be limited to forcing an adjustment to the inter-company prices 
among the parties; 
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• The presence in a teixing jurisdiction of the inventory of an out-of-state seller 
of tangible personal property being manufactured by a third-party contractor; 
and 

Any other profit-making activity conducted for 21 days or less (other than per- 
formances or sporting events before audiences of more than 100) regardless of the 
amount of profit either in absolute terms or in relation to other income of the entity. 
H.R. 3220 would reverse the progress that has been made to enhance interstate teix 
fairness through such recent efforts as the Mobile Telecommunications Sourcing Act 
of 2000 (MTSA). This law was created to provide for the equitable interstate tax 
treatment of wireless telecommunications services in an era of deregulation. The 
MTSA recognized the diminishing importance of physical location in the global mar- 
ketplace. If enacted, H.R. 3220 would prevent New York City and other localities 
from properly implementing the MTSA. 

National projects, such as the Streamlined Sales Teix Project and the MTSA, are 
the product of government and private sector cooperation. As such, they more effec- 
tively address issues of inconsistent taxation of multi-state businesses, while recog- 
nizing that the tax burden should be fairly borne by both the bricks and mortar 
businesses and out-of-state businesses serving the same customer base. In contrast, 
no state and local teixing authorities were consulted in the development or drafting 
of H.R. 3220. 

H.R. 3220 would have a damaging impact on New York City and other jurisdic- 
tions. At a time when the nature of commerce continues to evolve, taxing jurisdic- 
tions need the flexibility to modify their laws and rules, as constitutionally allowed, 
so that they can properly and fairly capture the activity that occurs. Even without 
this bill, taxing jurisdictions are struggling to keep up with economic developments 
in order to maintain vital services. 

For these reasons, the restrictions imposed by H.R. 3220 are not needed. More- 
over, the bill would weaken the ability of taxing jurisdictions to adjust to the grow- 
ing national trends of Internet and interstate commerce. With more firms con- 
ducting business online or in multiple states, we need laws to allow taxing jurisdic- 
tions to catch up to business trends, not fall further behind. H.R. 3220 would be 
a huge step in the wrong direction. I urge this committee to reject H.R. 3220. 

Thank you. 
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